THURSDAY,  DECEMBER  23,  1976 


PART  V 


COMMODITY 
FUTURES  TRADING 
COMMISSION 


FLOOR  BROKERS  AND 
FimjRES  COMMISSION 
MERCHANTS 

Training  Standards 


56134 


RULES  AND  REGULATIONS 


Title  17 — Commodity  and  Securities 
Exchanges 

CHAPTER  I— COMMODITY  FUTURES 
TRADING  COMMISSION 

[Regs.  1.35:  165.1—155.3. 155.10] 

PART  1— GENERAL  REGULATIONS  UN¬ 
DER  THE  COMMODITY  EXCHANGE  ACT 

PART  155— TRADING  STANDARDS 

Records  of  Cash  Commodity  and  Futures 

Transactions;  Trading  Standards  for 

Roor  Brokers  and  Futures  Commission 

Merchants 

Notice  of  Adoption  of  Rules  and  Rule 
Amendments 

On  December  12, 1975,  the  Commodity 
Futures  Trsuling  Commission  (“Commis¬ 
sion")  proposed  the  adoption  of  certain 
regulations  designed  principally  to  pre¬ 
vent  abuses  of  the  relationship  of  floor 
brokers  and  futures  commission  mer¬ 
chants  to  their  customers.  40  FR  58660 
(December  18,  1975).  I^peciflcally,  the 
proposed  regulations  would  have  baiined 
the  practice  generally  known  as  dual 
trading  on  any  contract  .market  that  did 
not  adopt  a  set  of  rules  “which  are  in¬ 
tended  to  prevent  the  abuses  which  may 
arise  from  the  possible  conflict  of  inter¬ 
ests  inherent  in  dual  trading"  and  which 
include  a  provision  for  the  maintenance 
of  a  ten-second  price  change  register  by 
the  contract  market.  The  proposed  regu¬ 
lations  would  also  have  banned  dual 
trading  after  April  17, 1977,  on  any  con¬ 
tract  maiket  which  had  not  submitted  to 
the  Commission  and  obtained  Commis¬ 
sion  approval  of 

a  plan,  with  a  timetable  for  Implementation, 
which  provides  for  the  development,  as  soon 
as  practicable,  of  a  method,  through  time 
stamping  or  otherwise,  iac  rec<M^llng  the  se¬ 
quence  of  fut\ires  transactions  executed  on 
the  contract  market. 

After  considering  all  of  the  comments, 
both  oral  and  written,  submitted  in  re¬ 
sponse  to  its  proposed  rules  and  on  the 
issue  of  dual  trading  in  general,  the  Com¬ 
mission  has  decided  to  adopt  the  pro¬ 
posed  rules  in  amended  form  as  set  forth 
below. 

BACKGROXmD 

The  newly  adopted  regulations  were 
proposed  by  the  Commission  pursuant  to 
sections  4b,  4g.  4J  and  8a  of  the  Com¬ 
modity  Exchange  Act,  as  amended 
(“Act") ,  7  U.S.C.  6b.  6g,  6J  and  12a  (Supp. 
V,  1975) .  Particular  emphasis  was  placed 
on  section  4J  of  the  Act,  which  requires 
the  Commission  to  determine  whether 
the  practice  generally  known  as  dual 
trading  should  be  permitted  to  continue; 
that  is,  (1)  whether  a  floor  broker  should 
be  permitted  to  trade  for  his  own  account 
or  any  account  in  which  he  has  Ixading 
discretion  and  also  execute  a  customer’s 
order  for  commodity  futures  contracts 
and  (2)  whether  a  futures  commission 
merchant  ("FCM")  should  be  permitted 
to  trade  for  its  own  account  or  any  pro¬ 
prietary  account.  Section  4J  provides  that 
if  the  Commission  determines  to  permit 
dual  trading,  the  Commission  shall  fur¬ 
ther  determine  the  terms,  ccmditions  and 
circumstances  under  which  dual  trading 


may  occur.  In  making  any  such  determi¬ 
nation,  the  (Commission  must,  at  a  mini¬ 
mum,  “take  into  account  the  effect  upon 
the  liquidity  of  trading  of  each  market." 
Section  4j  also  authorizes  the  Ccxnmis- 
sion  to  make  separate  determinations  for 
different  contract  markets  when,  in  the 
judgment  of  the  Commission,  separate 
determinations  are  warranted.* 

In  August  of  1975,  the  Commission 
formed  its  Advisory  Ccxnmittee  on  Regu¬ 
lation  of  Contract  Markets  and  Self- 
Regulatory  Associations  (“Advisory 
Committee”)  to  consider,  among  other 
things,  dual  trading  by  floor  brokers  and 
futures  commission  merchants.^  At  a 
meeting  held  on  November  24,  1975,  the 
Advisory  Committee  discussed  the  overall 
issue  of  dual  trading  and  a  report  on  dual 
trading  prepared  by  two  of  ^e  c<xnmit- 
tee’s  members  (the  “Kane-Weinberg  Re¬ 
port”)  .  ITie  Commission’s  rule  proposals 
of  December  12,  1975,  were  made  after 
considering  the  work  of  the  Advisory 
Committee  and  the  recommendations  in 
the  Kane-Weinberg  Report.* 

On  January  20,  1976,  the  Ccunmissicm 
announced  that  it  had  determined  to 

permit  dual  trading  to  continue  on  contract 
markets  t<x  the  present  and  to  adopt  regula¬ 
tions  wbich  wUl  require  contract  markets  to 
adopt  and  enforce  adequate  rules  to  prevent 
the  possible  conflict  of  Interest  which  Is  In¬ 
herent  In  dual  trading.* 

At  the  same  time  the  Commission  also 
annoimced  that  prior  to  adopting  any 

(1)  Tlie  C!ommlsslon  shall  [by  January  31, 
1976],  and  subsequently  when  It  detwmlnes 
that  changes  are  required,  make  a  determina¬ 
tion,  after  notice  and  c^portunlty  tot  hear¬ 
ing,  whether  or  not  a  floor  brcdcer  may  trade 
for  his  own  account  or  any  account  In  which 
such  brc^r  has  trading  discretion,  and  also 
execute  a  customer's  order  for  futiire  delivery 
and.  If  the  Commission  determines  that  such 
trades  and  such  executions  shaU  be  permit¬ 
ted,  the  Commission  shall  further  determine 
the  terms,  conditions,  and  clrciimstances 
under  which  such  trades  and  such  executions 
shall  be  conducted  .  .  . 

(2)  The  Commission  shall  [by  January  21, 
1976],  and  subsequently  when  It  determines 
that  changes  are  required,  make  a  determi¬ 
nation,  after  notice  and  opportunity  for 
hearing,  whether  or  not  a  futiires  commis¬ 
sion  merchant  may  trade  for  Its  own  account 
or  any  proprietary  account,  as  defined  by  the 
Commission,  and  If  the  Commission  deter¬ 
mines  that  such  trades  shall  be  permitted, 
the  Commission  shall  further  determine  the 
terms,  conditions,  and  circumstances  under 
which  such  trades  shall  be  conducted  .  .  . 

The  term  “proprietary  account”  is  defined 
in  section  Ifl(y)  of  the  Ccmimlssion’s  regula¬ 
tions. 


*  Section  4j  was  added  to  the  Act  In  1974  by 
section  203  of  the  Cmnmodity  Futures  TYad- 
Ing  Commission  Act  of  1974,  Pub.  L.  No.  03- 
463,  88  Stat.  1389, 1396.  Section  4]  provides  in 
pertinent  part: 

2  See  40  FR  32866  (August  5,  1975) . 

•Transcripts  of  the  Advisory  Committee's 
November  24,  1975  meeting,  transcripts  of 
the  Advisory  Committee's  January  1976 
meeting  at  which  dual  Iradlng  was  again 
considered,  and  copies  of  the  “Kane-Wein¬ 
berg  Report”  are  available  for  inspection  at 
the  Commission's  offices  at  2033  K  Street, 
N.W.,  Washington,  D.C.  20581. 

«  41  FR  3338  (January  22,  1976) . 


regulations  governing  dual  trading,  it 
would  hold  oral  hearings  on  the  proposed 
regulations  and  on  the  sifliject  of  dual 
trading  in  general.  Those  hearings  were 
held  in  Washington.  D.C.,  on  March  15. 
16, 17  and  18, 1976.  At  those  hearings  the 
Ccmunissicm  heard  from  over  30  in¬ 
terested  persons,  including  representa¬ 
tives  of  various  cixitract  markets,  futures 
commissiixi  merchants,  floor  brc9cers  and 
the  general  public.  In  addition,  the  Com¬ 
mission  permitted  interested  persons  to 
submit  written  comments  through  April 
30.  1976,  on  matters  presented  at  the 
hearings  and  on  any  other  t(^ic  relating 
to  dual  trading  and  the  C(xnmissi(m’s 
proposed  regulations.* 

As  discussed  above,  the  Ccxnmission’s 
proposed  regulations  would  have  banned 
dual  trading  on  any  contract  maiicet 
which  did  not  obtain  Commission  ap¬ 
proval  by  April  17, 1977,  of  a  plan  for  the 
develCHunent  of  a  method  for  recording 
the  sequence  of  futiu^s  transactions  ex¬ 
ecuted  on  the  contract  market.  As  a  re¬ 
sult  of  the  hearings  conducted  <hi  the 
pr<K>06ed  rules,  the  Commission  deter¬ 
mined  that  it  might  not  be  possible  for  fdl 
contract  maihets  to  develop  an  accept¬ 
able  plan  by  that  date.  However,  the 
C(xnmis8ion  also  determined  that  scxne 
method  for  “bracketing"  of  trades  might 
be  an  acceptable  interim  ai^roach  to¬ 
ward  accurate  transacticm  sequence  re¬ 
construction.*  Accordingly,  the  C(Mxunis- 
sicm  established  a  task  force,  cmnposed 
of  various  members  of  the  Commission’s 
staff,  to  consider  the  feasibility  of 
bracketing  as  an  interim  step  toward  fuU 
sequence  reconstructicm  capacity.  That 
force,  which  was  chaired  by  C<Hn- 
missicmer  Gary  L.  Seevers,  visited  all  ten 
commodity  exchanges  and  reported  to 
the  CfHnmlssicm  on  July  14,  1976. 

The  regulations  set  forth  below  have 
been  adopted  after  careffil  ccmslderaticm 
by  the  Oommissicm  of  all  oral  and  writ¬ 
ten  CMnments  submitted  in  response  to 
the  regulaticms  pr(q?osed  on  December 
12, 1975,  and  on  the  issue  of  dual  trading 
in  general.  Car^ul  (xmsideration  was 
also  given  to  the  reports  and  recom¬ 
mendations  of  the  (Commission’s  task 
force  on  bracketing  and  to  the  work  cA 
the  Commission’s  Advisory  Committee. 
The  following  is  a  discussion  of  the  more 
pertinent  issues  considered  by  the  Com¬ 
mission  in  adopting  the  new  regulations, 
an  explanation  of  those  regulations,  and 

■  On  Marcb  1,  1976,  the  CommlsBioa  an¬ 
nounced  that  It  would  permit  Interested  per¬ 
sons  to  submit  written  comments  throu^ 
April  7.  1976,  20  days  after  the  last  day  of 
the  oral  hearings.  41  m  9587  (March  5, 1976) . 
During  the  course  of  the  hearings,  the  com¬ 
ment  period  was  extended  an  additional  ten 
days.  41  FR  13393  (March  30,  1976).  How¬ 
ever,  Interested  persons  requested  even  fur¬ 
ther  additional  time  tot  comment.  In  re¬ 
sponse  to  these  requests,  the  Cmmnlssion  an¬ 
nounced  that  lit  would  ecoept  all  comments 
submitted  by  April  30,  1976.  41  FR  15716 
(April  14, 1976) . 

•  “Bracketing"  of  a  trade  Is  the  Identifica¬ 
tion  of  the  trade  as  having  been  executed 
during  a  specified  time  period  diirlng  the 
trading  day. 
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a  general  statement  at  their  basis  and 
purpose.’ 

anfXBAL  Explamatiom 

The  regxilatlons  prc^^osed  on  Decem¬ 
ber  12, 1975,  were  designed  primarily  "to 
mrevent  the  abuses  which  may  arise  from 
the  possible  ccmfllot  of  Interests  Inherent 
In  dual  trading."  In  short,  the  pr(K>osed 
regulations  would  have  banned  dual 
trading  on  any  omxtract  maiicei  which 
did  not  ad<H>t  a  set  of  niles  and  proce¬ 
dures  to  prevent  such  potential  abuses. 
Many  of  the  persons  commenting  on  the 
pn^osed  regulations,  whether  through 
written  submissions  ot  orally  at  the  dual 
trading  hearings,  criticized  the  approach 
taken  to  dual  trading  by  the  Omunlsslon 
^  the  proposed  regiilations  and  the 
Fkoiral  Recistkr  notice  aimounclng 
their  proposal.  These  commentators 
stated,  In  essence,  that  It  ain^oared  that 
the  Commission  had  already  made  a 
determination  that  dual  trading  was 
detrimental  to  the  best  Interests  of  the 
trading  public.  These  commeTitators 
maintained  that.  In  the  absence  of  suf¬ 
ficient  factual  evldaice  of  significant 
abuses  of  dual  trading,  the  0(munissl<si 
could  not,  consistent  with  the  Congres¬ 
sional  Intent  bcthlnd  seotlcm  4J  of  the 
Aot,  make  such  a  determination.*  Nu¬ 
merous  commentators  also  presented 
data  and  testimony  as  to  the  Impact  of 
dual  trading  on  liquidity  in  the  futures 
meukets  and  stressed  the  Commission’s 
staitutory  obligation  under  secticm  4J  to 
“take  into  account  the  effect  upon  the 
llquldl^  of  trading  in  each  market”  in 
making  a  determination  on  diial  trading. 
Several  commentators  also  contended 
thait  the  proposed  regulaitlons  extoided 
beyond  the  sc(H)e  of  dual  trading  to  the 
duties  of  fioor  brokers  and  futures  com- 
mlssl(m  merchants  In  general. 

The  proposed  regulations  required  that 
a  contract  market  adopt  and  enforce 
certain  rules  governing  the  g^eral 
activities  of  fioor  brokers  and  futures 
commission  merchants  if  the  ccmtract 
market  w^hed  to  permit  Its  members  to 
dual  trade'.  However,  the  rules  which  a 
contract  market  would  have  been  re¬ 
quired  to  adopt  and  to  enforce  did.  In 
s(une  instances,  go  beyond  dual  trading.* 
The  C(Hnmisslon  has  determined  that  it 
is  iiuqiprcvriate.  In  light  of  the  broad 
duties  of  fioor  brokers  and  FCM’s  to  cus- 


*  Transcripts  of  the  testimony  given  at  the 
dual  trading  hearings  end  copies  of  all  com¬ 
ments  received  in  response  to  the  Commis¬ 
sion’s  proposed  regtilatlons  are  available  at 
the  Commission’s  ofSces  at  3033  K  Street, 
N.W.,  Washington,  D.C.  30S81. 

'These  commentators  did  not  maintain 
that  abuses  of  dual  trading  do  not  occur,  but 
only  that  th«re  Is  no  factual  evidence  that 
such  abuses  occur  to  a  significant  extent. 
Indeed,  both  the  Commodity  Exchange  Au¬ 
thority  and  several  contract  markets  have 
maintained  successful  disciplinary  actions 
against  floor  brewers  and  others  for  abtises 
of  dual  trading.  > 

•It  should  be  noted  In  this  regard  that 
these  regulations  were  proposed  and  adopted 
pursuant  to  not  only  section  4J  of  the  Act 
(dual  trading),  but  sections  4b,  4g  and  8a 
(7  n.S.C.  6b,  ej,  and  12a)  as  well. 


tomers,  to  oondlticm  appllcaticm  of  the 
minimum  safeguards  set  forth  in  the 
proposed  regulatloiis  cm  dual  trading. 
Accordlnsdy.  the  trading  standards  and 
other  requirements  imposed  upon  cem- 
tract  markets,  fioor  brokers,  futures 
commission  merchants  and  others  by  the 
newly  ad^ted  regulations  are  not  con¬ 
tingent  upon  vdiether  a  contract  market 
penults  its  members  to  dual  trade.  The 
deletion  of  this  contingency  does  not, 
however,  eliminate  the  nexus  between 
dual  trading  and  the  newly  adopted 
regulattcms.  m  announcing  on  Janu¬ 
ary  20,  1976,  that  It  had  determined  to 
"permit  dual  trading  to  continue  *  *  * 
for  the  present,"  the  Commission  also 
announced  that  It  would  adopt  regula¬ 
tions  "to  prevent  the  possible  confilct  of 
Interest  which  Is  inherit  In  dual  trad¬ 
ing."**  The  newly  adf^ted  regulations 
are  designed,  to  a  large  ext^t,  to  ac¬ 
complish  this  result.  The  Cfunmisslon 
emphasizes  that  it  has  not  as  yet  mode 
a  final  determination  on  the  issue  of  dual 
trading  and  that  it  will  continue  to  study 
the  entire  dual  trading  questkm.  As  dis¬ 
cussed  more  fully  below,  the  interim 
nature  of  the  Commission’s  determina¬ 
tion  In  this  area  Is  primarily  due  to  the 
lack  of  sufficient  factual  data  concern¬ 
ing  the  extent  of  dual  trading  abuses 
and  the  effect  of  dual  trading  (m  market 
liquidity.  The  regulations  adc^ted  herein 
are  designed  in  large  part  to  Improve 
that  data  and.  hence,  to  aid  the  Oom- 
misslon  in  its  study  of  dual  trading, 
while  at  the  same  time  preventing  many 
of  the  abuses  which  may  arise  frmn  the 
confilct  of  interests  which  the  Cmmnis- 
sk>n  believes  may  be  inherit  In  dual 
trading.  Consequently,  as  the  Commis¬ 
sion  conthiues  Its  study  of  dual  trading, 
these  regulations  may  be  amended  in 
light  of  such  Improved  data. 

Many  of  the  comments  received  In  re¬ 
sponse  to  the  Commission’s  proposed 
rules  as  well  as  much  of  the  general 
testimony  presented  at  the  hearings  on 
dual  trading  were  to  the  effect  that  there 
is  little  available  data  indicating  signifi¬ 
cant  dual  trading  abuses. ‘However,  the 
Commission  does  not  believe  that  a  c<m- 
clusi(xi  can  be  drawn  from  this  lack  of 
available  data  that  significant  abuses  of 
dual  trading  do  not  take  place.  Rather, 
under  the  present  record-keeping  pro¬ 
cedures  of  most  contract  markets,  it  Is 
extremely  difficult,  if  not  Impossible,  to 
detect  abuses  not  only  of  dual  trading 
but  of  the  overall  duties  of  fioor  bro¬ 
kers  to  their  customers  as  well.  Similarly, 
while  the  testimony  submitted  by  various 
contract  markets  and  others  as  to  what 
they  believed  was  the  contribution  of 
dual  trading  to  market  llquidl^  has 
aided  the  Cmnmlsslon  in  its  attempt  to 
carry  out  its  recponslbllitles  imder  sec¬ 
tion  4J  of  the  Act,  the  Inadequacy  of  the 
market  data  available  under  current 
record-keeping  practices  has  precluded 
the  Ccxnmisslon  from  adequately  anahrz- 
Ing  the  effect  of  dual  trading  on  market 
liquidity. 

>•  FR  3338  (January  22, 1076) . 


The  Cmnmiaslon  b^evra  that  many  of 
the  abuses  of  the  duties  of  fioor  brokers 
to  their  customers  cannot  be  detected  to 
any  significant  degree  in  the  absence  of  a 
method  of  accurately  and  rapidly  recon¬ 
structing  th6  time  and  sequence  of  trans¬ 
actions  of  a  specific  fioor  bnAer  or  com¬ 
bination  of  fioor  bnAers.  Accordingly, 
without  an  adequate  method  of  transac¬ 
tion  time  sequence  reconstruction,  it  does 
not  appear  that  contract  markets  can 
carry  out  their  self-regulatory  respon¬ 
sibility  to  ^orce  rules  pursuant  to 
newly  adopted  regulation  155.2  to  pre¬ 
vent  abuses  of  the  duties  of  their  mem¬ 
bers  to  customers.  Moreover,  significant 
analysis  of  many  major  market  func¬ 
tions  and  activities,  including  the  con¬ 
tribution  of  dual  trading  to  market 
liquidity,  require  an  accurate  and  nqiid 
transaction  time  sequence  reconstruction 
capacity.  The  Commission  has  therefore 
determined  that  contract  markets  should 
be  required  to  develop  such  a  capacity  as 
soon  as  possible.  In  furtherance  of  this 
goal,  the  regulations  set  forth  herein  re¬ 
quire  three  specific  improvonents  in  the 
records  maintained  by  c(Hitract  markets. 
First,  each  contract  market  must  show 
on  the  record  of  each  futures  trade 
maintained  pursuant  to  regulation  1.35 
(e)  the  mechanically  or  electronically 
verified  time  of  execution  of  each  such 
trade  to  at  least  the  nearest  minute  or 
such  superior  time  sequence  indicia  as 
may  otherwise  be  authorized  by  the 
Ccunmission.  Second,  an  accurate  record 
of  the  precise  time  of  each  price  change 
on  the  contract  market  must  be  kept. 
Third,  the  records  maintained  by  the 
contract  market  pursuant  to  regulatlcm 
1.35(e)  must  be  k^t  in  a  format  and 
coding  structure  approved  by  the  Com¬ 
mission  for  60  days  in  computer-readable 
form  orv  cixnpatible  magnetic  tepes  or 
discs. 

Floor  Broker  TSaoing  Standards 

Dual  Trading.  Newly  adopted  regula¬ 
tion  155.2  requires  each  contract  market 
to  adc^t  a  set  of  rules  to  prevoit  abuses 
of  the  relationships  between  its  fioor 
broker  monbers  and  the  persons  for 
whom  such  members  execute  futures 
transactions.  This  set  nf  contract  mar¬ 
ket  rules  must,  at  a  minimum,  include 
the  provisions  specifically  set  forth  in 
the  regulation.  'Ihe  first  xA  these  provi¬ 
sions  is  a  requironent  that  each  fioor 
broker  be  prohibited  from  purchasing  (or 
selling)  any  commodity  for  future  deliv¬ 
ery  for  his  own  accoimt  or  for  any  ac¬ 
count  in  which  he  has  an  interest  while 
holding  an  order  of  another  person  for 
the  purchase  (or  sale)  of  the  same  emn- 
modily  which  is  executable  at  the  market 
price  or  at  the  price  at  which  such  pur¬ 
chase  (m:  sale)  can  be  made  for  the  fioor 
broker’s  own  accoimt. 

As  proposed,  this  mxihibition  against 
fioor  brokers  trading  ahead  of  their  cus¬ 
tomers  would  have  prevented  a  contract 
market  member  fnxn  executing  any 
transaction  for  his  own  account  whfle 
holding  an  order  of  another  person  in 
the  same  commodity  for  future  delivery 
which  is  executable  at  the  market  price. 
One  commentator  suggested  that  the 
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prc^Tosed  rule  be  amehded  to  clarify 
whether  a  floor  broker  has  the  ri^t  to 
trade  In  “the  opposite  directi(xi  to  a  cus¬ 
tomer  order  thou^  not  against  the  cus- 
t(«ier  order,  while  holding  and  attempt¬ 
ing  to  sell  a  customer  order."  The  Com¬ 
mission  believes  that  the  ability  of  a  floor 
broker  to  trade  in  the  opposite  direction 
of  a  customer  order  may  be  ol  benefit  to 
the  custmner  by  softening  the  impact  ai 
the  customer’s  order  <m  the  market, 
thereby  hdplng  the  customer  to  get  a 
better  execution  his  order.  This  is  par¬ 
ticularly  true  in  the  case  of  large  market 
mders.  The  prohibitkm  against  trading 
ahead  of  customers  has.  therefore,  been 
amended  to  enable  floor  brokers  to  trade 
in  the  (HK>osite  direction  of  their  cus- 
tmners;  however,  the  Commissimi  cau¬ 
tions  that  any  such  activity  by  flora: 
brcAers  should  be  clos^  scrutinized  by 
craitract  maricets  for  abusive  practices.'* 
Srane  cranmentators  suggested  that  the 
prohibition  against  floor  brcd^ers  trading 
ahead  of  their  customers  be  limited  to 
trading  in  the  same  d^very  month. 
These  commentators  argued  that  con¬ 
tracts  in  the  same  cranmodity  trading 
in  different  dehvery  months  constitute 
“different  economic  units."  The  Commis¬ 
sion  has  not  adopted  this  suggestion  be¬ 
cause.  contrary  to  the  implication  of 
these  cranments,  prices  in  the  various  de¬ 
livery  months  in  the  same  cranmodity 
are  often  closely  rdated  and  frequently 
move  in  concert  with  one  another.  How¬ 
ever,  this  close  interrdationship  be¬ 
tween  delivery  months  may  not  exist  be- 
between  all  ddlvery  months  in  all  com¬ 
modities.  According,  to  the  extent  that 
a  contract  market  can  demonstrate  to 
the  satisfaction  of  the  Commission  that 
different  delivery  months  in  a  commodity 
are  not  so  mterrelated,  the  Commission 
has  determined  that  it  will  use  its  exranp- 
tive  authority  imder  r^rulation  155.10  to 
appropriately  limit  the  prohibition  in 
regulations  155.2  (a)  and  (b)  against 
trading  ahead  of  customers. 

Several  cranmentators  requested  clari¬ 
fication  of  the  term  “market  price”  as 
used  in  the  proposed  regulation.  The 
Commission  has.  to  some  extent,  made 
such  a  clarlflcation  by  prohibiting  floor 
brokers  from  trading  ahead  of  their  cus¬ 
tomers  if  the  customers’  orders  can  be 
executed  at  the  market  price  ra:  at  the 
same  price  at  which  the  floor  broker  can 
execute  a  transaction  for  his  own  ac¬ 
count  or  any  accoimt  in  which  he  has  an 
Interest.  Further  clarification  of  this 
term  appears  unnecessary.  A  floor 
broker  who  is  holding  an  order  of  an¬ 
other  person  which  is  executable  at  or 
near  the  market  price  should  concentrate 


In  this  connection,  the  Commission 
points  out  that  where  a  floor  broker  trades 
directly  against  a  customer’s  order  by  tak¬ 
ing  the  opposite  side  of  such  order,  the  re¬ 
quirements  of  section  4h  of  the  Act  and  r^u- 
latlons  1.38  amd  155.2(e)  must  be  complied 
with.  Moreover,  floor  brokers  should  also  be 
aware  that  regulation  1.39  prohibits  a  floor 
broker  from  executing  both  sides  of  a  transac¬ 
tion  where  the  floor  broker  has  any  interest 
in  either  side  of  such  transaction,  directly  or 
indirectly,  except  as  a  flduclary. 


his  efforts  on  executing  that  order  and 
not  on  trading  for  his  own  account.  Tlie 
newly  adopted  regulation  is,  in  many  re¬ 
spects.  a  codification  of  this  concept.  It 
is  also  intended  to  prohibit  a  floor 
broker  from  abusing  his  relationshU>  with 
his  customers  by, taking  advantage  of  or 
trading  ahead  of  the  orders  of  those  cus¬ 
tomers.  Simply  stated,  the  newly  adraited 
regulation  is  intended  to  require  that 
under  all  circumstances  the  custraner 
must  crane  first.  .In  this  connection,  the 
newly  ad<mted  regulation  does  not  con¬ 
tain  the  exemption  for  error  transac¬ 
tions  contained  in  the  proposed  regula¬ 
tion.  Thie  Commission  has  deleted  this 
exemption  because  it  can  see  no  relevant 
distinction,  in  light  of  the  obligations  of 
a  floor  broker  to  his  customers,  between 
transactirais  executed  by  the  floor 
broker  for  his  own  account  in  the  hope 
of  speculative  profits  and  those  executed 
to  avoid  losses  due  to  error  transactions. 

Discretionary  Accounts.  As  previously 
proposed,  regulation  155.2  would  have 
r^uired  cfmtract  markets  to  adopt  rules 
prdbRiiting  a  floor  tookra’ 

from  executing  any  traneac^n  for  any  ac¬ 
count  in  which  he  has  discretionary  author¬ 
ity.  exc^t  that  an  order  for  such  an  account 
may  be  placed  with  another  member  for 
execution. 

Several  commentators  urged  that  the 
Commission  clarify  the  meaning  of  the 
term  “discretionary  authority."  Nevdy 
adopted  regulation  155.2(c)  contains 
such  a  clarification.  Speciflcidly,  the  new 
regulation  prohibits  a  floor  brdcer  from 
executing  any  transactirai  for  the  ac¬ 
count  of  another  person  for  which  buying 
and/or  selling  orders  can  be  placed  or 
originated,  or  for  which  transactions 
can  be  executed,  by  the  floor  broker  with¬ 
out  the  prior  specific  consent  of  the 
account  owner,  except  that  orders  for 
such  accounts  may  placed  with  an¬ 
other  floor  broker  on  the  contract  market 
for  execution.  In  other  words,  where  a 
transactirai  can  be  executed  for  an  ac¬ 
count  of  another  person  by  a  floor 
broker  or  at  such  floor  broker’s  direction 
without  obtaining  such  other  person’s 
prior  consent  to  execute  that  particular 
transaction,  the  floor  brcriier  must  give 
up  all  orders  for  that  account  to  another 
floor  broker  for  execution. 

A  number  of  commentators  urged  that 
the  term  “discretionary  authority”  as 
used  in  the  proposed  regulatirai  be  de¬ 
fined  to  include  only  those  accounts  over 
which  the  floor  bixAer  has  regular  and 
continuous  discretion,  as  opposed  to  ac- 
coimts  over  which  the  broker  has  oc- 
casiraial  discretion  respecting  how  in¬ 
dividual  transactirais  are  to  be  executed. 
Thus,  it  was  urged  that  the  term  api^ 
only  to  ’Idiscretionary  aocoimts”  rather 
than  “discretionary  raiders.”  ’*  Other 


u  In  ibis  connection,  one  commentator 
suggested  that  the  term  “discretionary  au¬ 
thority"  as  used  in  the  proposed  regulation 
meant  the  same  thing  as  *\Uscretionary  ac¬ 
count”  as  that  term  was  set  forth  in  the 
Senate  Committee  on  Agriculture  and  For¬ 
estry  Committee  Print  on  The  Commodity 
Futures  Trading  Commission  Act  at  1974, 


commentators  urged  that  the  prc^ibition 
against  executing  transactions  for  ac- 
coimts  over  which  a  floor  broker  has  dis- 
cretiraiary  authority  be  limited  to  those 
specific  orders  over  which  such  discre¬ 
tionary  authority  exists.  The  Commission 
has  considered  these  comments  and  be¬ 
lieves  that  whether  discretion  can  be  ex¬ 
ercised  with  reflect  to  a  specific  account 
rather  than  how  often  such  discretirai  is 
exercised  should  be  the  determinative 
factor.  Regulation  155.2(c)  Is  designed 
to  prevent  floor  brokers  from  {facing 
their  personal  trading  Interests  ahead  of 
their  custraners’  interests  when  exercis¬ 
ing  trading  discretirai  over  such  cus¬ 
tomers’  accounts.  Effective  surveillance 
over  such  discretionary  trading  neces¬ 
sitates  the  requirement  that  all  orders  for 
an  accoimt  tor  which  a  floor  broker  can 
idace  an  order  without  first  obtahiing  the 
account  owner’s  specific  consent  to  place 
that  particular  order  be  iteced  with 
another  floor  bndcra'  fra:  execution.  How¬ 
ever.  the  newly  adopted  regulation 
makes  it  clear  that  a  craitract  maiicet 
need  only  prohibit  its  members  from  ex¬ 
ecuting  orders  fra:  accounts  over  vrtilch 
they  have  discretionary  authority  whrae 
that  discretionary  authority  is  such  that 
the  floor  broker  may  originate  orders  for 
those  accounts.  This  prch&ition  need  not 
extend  to  accounts  where  the  floor 
broker’s  discretion  is  limited  to  such 
things  as  the  sdectibn  of  the  precise  time 
and  price  at  which  an  order  originated  by 
a  custraner  is  racecuted.  For  exami^.  a 
floor  broker  receiving  a  “not  held”  order 
to  “buy  at  6.25  or  better”  in  a  declining 
maiicet  currently  at  6.25  would  be  able 
to  hold  that  order  for  a  reasonable  period 
of  time  in  order  to  obtain  a  bettw  ex¬ 
ecution  for  his  customer  without  causing 
the  account  of  such  customer  to  fall 
within  the  operation  of  regulation 
155.2(c) . 

Further  Prohibitions.  Newly  adopted 
regulation  155.2  also  requires  that  con- 


93<1  CJong.,  2d  Sess.  (November  16,  1974).  In 
that  publication  the  term  “discretionary  ac¬ 
count"  was  defined  as:  An  accovmt  for  which 
buying  and  selling  orders  can  be  placed  by 
a  broker  or  other  person,  without  the  prior 
consent  of  the  account  owner  for  each  such 
Individual  order,  a -blanket  agreement  having 
been  Initially  granted  by  the  account  owner 
for  such  action,  and  requires  an  Initial  cus¬ 
tomer  deposit  of  a  minimum  of  86,000  xmder 
present  CBOT  and  C  Jd.E.  rules. 

This  definition  was  not  directed  at  the 
particular  concerns  addressed  by  the  Com¬ 
mission  In  enacting  these  regulations  re¬ 
garding  the  responsibilities  of  floor  brokers 
to  their  cxistomers.  The  elements  contained 
In  that  definltlcm,  i.e.,  a  prior  blanket  agree¬ 
ment  and  a  minimum  Initial  deposit,  may 
have  been  appropriate  for  the  broad  general 
piuposes  of  the  Committee  Print;  however, 
for  purposes  of  requiring  contract  markets  to 
adopt  rules  to  insure  that  their  members 
place  the  interests  of  their  customers  ahead 
of  their  personal  trading  Interests  in  exer¬ 
cising  trading  discretion  over  such  custom¬ 
ers’  accounts,  the  Commission  believes  the 
determinative  factor  is  whether  the  requisite 
discretion  can  be  exercised  by  a  floor  broker 
with  respect  to  a  customer’s  account,  rather 
than  the  manner  In  which  such  discretion  is, 
or,  under  contract  market  rules,  must  be, 
vested  In  the  floor  broker. 
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tract  maiicets  enact  rules  which,  at  a 
minimum,  prohibit  a  floor  brcdcer  from: 

(1)  disclosing  the  orders  of  other  persons 
revealed  to  the  floor  broker  by  reason  of  his 
relationship  to  such  other  persons;  (11)  tak¬ 
ing  the  other  side  of  any  order  of  another 
person  revealed  to  a  floor  broker  by  reason 
of  his  relationship  to  such  other  person,  ex¬ 
cept  with  such  other  person’s  prior  consent 
and  In  conformity  with  contract  market  rules 
approved  by  the  Conunisslon;  (111)  prearrang¬ 
ing  trades;  (Iv)  allocating  trades  among  ac¬ 
counts;  or  (V)  withholding  or  withdrawing 
from  the  market  any  order  or  part  of  an  order 
of  another  person  for  the  convenience  of 
another  member  of  the  contract  nuirket. 

Numerous  comments  were  received  to 
the  effect  that  the  prohibition  against 
disclosing  custfnner  orders  to  others  was 
in  conflict  with  the  requlr^nent  that 
floor  bribers  place  all  orders  for  accounts 
over  which  they  have  discretionary  au¬ 
thority  with  another  member  of  the  con¬ 
tract  market  for  execution.  This  is  a  valid 
criticism  of  the  pr(^>osed  rule  and  the 
appropriate  excei^ion  for  discretionary 
account  orders  has  been  made  in  newly 
adopted  regulation  155.2 (d).  Similarly, 
(me  commentator  noted  that  the  pro¬ 
posed  prohibition  against  disclosure  of 
custcmier  orders  did  not  identify  the  per¬ 
sons  a  floor  broker  is  prohibited  from 
telling  about  an  order.  That  ccmunenta- 
tor  pointed  out  that  when  acting  on  be¬ 
half  of  an  PCM,  there  may  be  times  when 
a  floor  broker  must  inform  the  PCM  of 
the  status  of  that  day’s  “deck.”  The  Cam- 
mission  emphasizes  that  this  prc^ibition 
against  disclosure  of  cust<mier  orders 
must  be  interpreted  in  light  of  its  imder- 
lldng  purpose:  to  prohibit  a  floor  broker 
from  disclosing  customer  orders  to  other 
persons  who  may  take  advantage  of  that 
knowledge.  The  Commission  is  aware 
that  certain  disclosures  must  take  pla(» 
in  the  normal  course  of  a  floor  broker’s 
legitimate  business  activities.  Contract 
market  rules  enacted  to  (xnnply  with  the 
newly  adopted  regulation  shoiild  provide 
for  such  disclosures.  Hie  Oommlsslon 
notes,  however,  with  respect  to  this  spe¬ 
cific  ccmunentr'that  an  PCM  requesting 
status  reports  on  orders  which  it  has 
previously  placed  with  a  floor  broker 
would  already  have  knowledge  of  those 
orders.  Accordingly,  a  floor  broker  report¬ 
ing  on  the  status  of  his  “deck”  to  the 
PCM  with  respect  to  those  orders  would 
not  be  “disclosing”  those  orders  to  the 
PCM. 

The  restrictions  on  taking  the  other 
side  of  an  order  of  another  person  re¬ 
vealed  to  a  floor  broker  by  reason  of  his 
relationship  to  such  other  person  are 
designed  to  require  contract  markets  to 
impose  restrictions  on  their  members 
which  are  similar  to  certain  restrictions 
imposed  directly  upon  such  members  by 
section  4b  of  the  Act  and  regulations  1.38 
and  1.39,  17  CPR  1.38  and  1.39.  The  pro¬ 
hibition  against  prearranged  trading 
augments  the  requirement  in  regulation 
1.38  that 

[a]U  purchases  and  sales  of  any  commodity 
for  future  delivery  on  <«e  subject  to  the  rules 
of  the  contract  market  shall  be  executed 
openly  and  competltlvriy  by  open  outcry  or 
posting  of  bids  and  (^ers  or  by  other  equaUy 
open  and  competitive  methods  *  *  *. 


The  prohibiUon  against  allocating  trades 
among  ac(X)unt8  is  designed  to  prevent 
fl(x>r  brokers  fr(»n  allocating  the  best 
trades  to  their  own  accounts  and  the  ac- 
coimts  of  their  preferred  customers  to 
the  detriment  of  their  other  customers.'^ 
Similarly,  the  prohibition  against  with¬ 
holding  or  withdrawing  orders  of  other 
•persons  for  the  convenience  of  other 
members  of  the  contract  market  is  de¬ 
signed  to  prevent  floor  brokers  {rom  act¬ 
ing  against  the  best  interests  of  their 
customers  for  the  benefit  of  other  floor 
bnricers  and  floor  traders.  All  three  of 
these  prohibitions  are  currently  in  effect 
on  several  contract  markets.  The  Com¬ 
mission  believes  that  such  prohilfl- 
tions  should  be  universally  applicable 
throughout  the  industry. 

Clearing  Member  Confirmations.  The 
proposed  regulations  would  have  re¬ 
quired  contract  markets  to  adopt  a  rule, 
which  would 

require  that  every  execution  of  a  transaction 
on  the  floor  by  [a  floor  broker]  be  Immedi¬ 
ately  confirmed  with  the  opposite  floor  brcdcer 
or  fl(x>r  trader;  such  confirmation  shall  Iden¬ 
tify  price,  quantity  and  respective  clearing 
members. 

Numerous  comments  were  received  on 
this  proposed  regulation  to  the  effect 
that  the  immediate  conflrmatlon  of  (hi- 
posing  clearing  members  would  not  be 
possible  on  certain  exchanges,  primarily 
those  in  New  York,  because  the  methixi 
of  trading  presently  in  use  on  those  ex¬ 
changes  does  not  lend  Itself  to  compli¬ 
ance  with  that  requiranent.  The  Com¬ 
mission’s  staff  conducted  a  study  of  the 
procedures  for  matching  of  trades  at 
certain  New  York  exchanges  which  con- 
flrmed  that  it  may  be  extremely  difficult 
for  members  of  those  exchanges  to  com¬ 
ply  with  the  requirement  that  opposing 
clearing  Arms  be  immediately  conflrmed. 
As  a  result,  the  Commission  has  deter¬ 
mined  that  it  may  be  inappropriate  to 
require  the  immediate  conflrmation  of 
trs^es  at  this  time.  Accordingly,  newly 
adopted  regulation  155.2(1)  provides  that 
the  required  information  must  be  con¬ 
flrmed  “promptly.”  In  addition,  where 
opposing  clearing  members  can  not  be 
conflrmed  “promptly”  without  seriously 
disrupting  the  fimctions  of  a  contract 
market,  the  newly  ad(Vted  regulation 
authorizes  the  Commission  to  exempt  a 
contract  market  from  this  requironent 
where  the  contract  market  adopts  rules 
to 


uTlie  Comml8sl<»i  recognizes  that  there 
may  be  times  when  a  floor  broker  must  assign 
trades  among  fu»x>unts.  For  example,  a  floor 
bn^er  who  holds  ten  Individual  orders  caU- 
Ing  for  the  purchase  of  one  contract  each  In 
the  same  commodity  and  delivery  month  may 
fill  those  orders  almost  simultaneously  by 
buying  five  contracts  at  one  price  and  five 
more  contracts  at  the  next  higher  price 
Interval.  In  such  Instances,  the  five  execu¬ 
tions  at  the  lower  price  interval  should  be 
assigned  to  the  first  five  orders  received  by 
the  floor  broker.  Any  other  assignment  of 
such  executions  among  the  ten  orders  held 
by  the  fl<x>r  broker  would  ccmstltute  the  dis¬ 
cretionary  allocation  of  trades  among  ac¬ 
counts  which  regulation  166.2  (g)  requires 
contract  markets  to  prohibit. 


insure  that  the  opposite  sides  ot  every  trade 
executed  on  the  contract  market  (»n  be 
effectively  matched  and  will  be  accepted  by 
a  clearing  membor  for  clearance  at  will  be 
otherwise  sufllciently  guaranteed. 

The  purpose  of  prompt  (xinflrmation 
of  oi^iKsing  clearing  members  is  two¬ 
fold.  First,  to  insure  accurate  matching 
of  trades.  Second,  to  insure,  to  the  extent 
possible,  that  every  transaction  on  a  con¬ 
tract  mai^et  will  be  gua»tnteed  by  the 
flnancisd  integrity  of  a  clearing  member 
and  the  clearing  house  of  the  contract 
martlet.  However,  there  may  be  altmia- 
tive  methods  of  insuring  both  accurate 
matching  and  the  integrity  of  transac¬ 
tions  on  contract  maikets.  The  Oommis- 
slcm  does  not  Intend  to  preclude  such  al¬ 
ternatives  where  prompt  (xmflrmations 
would  cause  serious  maiket  disruptions, 
but  the  C7ommissi(m  is  concmied  that 
the  failure  to  require  promi^  “glve-up" 
of  opposing  clearing  members  may  foster 
a  situation  in  which  the  opposite  sides  of 
transactions  may  not  be  pn^erly 
matched,  making  effective  transaction 
sequence  reconstruction  and  trailing 
surveillance,  and,  hence,  prevention  and 
detection  of  abusive  trading  practices, 
more  difficult.  Accordingpiy,  while  the 
CTommission  does  not  preclude  the  use  of 
alternative  methods  of  Insuring  accurate 
matching  and  the  flnanclal  integrity  of 
transactions,  a  contract  maiket  must 
make  a  sigiiiflcant  showing  of  market 
disruption  in  order  to  make  use  of  such 
alternatives  and  should  engage  in  vigi¬ 
lant  rule  enforcement  activities  to  insure 
that  such  alternatives  do  not  lead  to  in¬ 
adequate  trading  surveillance  by  the 
contract  market.  The  former  require¬ 
ment  is  speciflcally  made  a  condition  of 
exemption  in  the  newly  adopted  regxila- 
tion.  The  latter  reqffirement  is  sub¬ 
sumed  in  the  general  rule  enforcement 
oUigatlons  of  contract  markets  under 
section  5a(8)  of  the  Act  and  regulatitms 
1.51  and  1.53  discussed  below. 

Enforcement  Obligations.  One  com¬ 
mentator  suggested  that  there  was  no 
“reasonable  practical  way”  for  a  contact 
market  to  determine  whether  or  not  a 
floor  brewer  has  discretion  over  a  par¬ 
ticular  account.  That  commen'tator  luged 
the  Ctmimission  to  recognize  that  an  af- 
flnnative  action  program  based  upon  re¬ 
sponses  to  customer  complainits  is  ade¬ 
quate  to  insure  comidiance  with  the  re¬ 
quirement  of  regulatioa  155.2(c)  that  a 
floor  broker  place  all  orders  for  accounts 
over  which  he  has  discretionary  authenr- 
ity  with  another  broker  for  executkm. 
Similarly,  one  contract  market  argued 
with  respect  to  the  requirranents  set 
forth  in  regulation  155.2  (d)  and  (e) 
that 

an  affirmative  action  program  with  regard  to 
[these  requirements]  la  Impracticable.  *1110 


Regulations  166.2  (d)  and  (e)  require 
generally  that  contract  markets  adopt  and 
enforce  rules  which  prc^blt  their  members 
from  divulging  the  orders  of  their  customers 
to  any  other  person  and  from  taking  the 
other  side  of  a  cust<»ner*8  order,  except  with 
such  other  person’s  prior  consent  and  In  oon- 
fcurmlty  with  c(Hitiact  market  rules  approved 
by  the  Oommlsslon. 
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Commlaslon  should  recognize  this  fact  and 
explicitly  limit  Exchanges’  responsibility  In 
this  area  to  responding  to  complaints. 

But  the  comment  that  was  most  fre¬ 
quently  received  in  this  vein  concerned 
the  requirement  of  newly  adopted  regu¬ 
lation  155.2(f),  which  requires  contract 
markets  to  adopt  and  to  enforce  rules  to 
prevent  their  members  from  making  pre- 
arranged  tradjes.  The  gist  of  this  com¬ 
ment  was  that  the  “Commission  should 
expressly  recognize  that  enforcement 
cannot  practically  extend  beyond  floor 
surveillajice  (which  is  unlikely  to  be  very 
effective)  and  response  to  (XHnplaints.” 

The  Commission  disagrees  with  the 
inuilicatlon  contained  in  these  com¬ 
ments.  Contract  markets  have  a  broad 
obligation  under  section  5a(8)  of  the 
Act  and  regulations  1.51  and  1.53  to  en¬ 
force  their  rules.  Adequate  rule  enforce¬ 
ment  is  the  heart  of  self-regulation.  In 
the  Commission’s  view,  a  contract  mar¬ 
ket’s  rule  enforcement  obligation  can¬ 
not,  in  most  instances,  be  satisfled  solely 
by  responding  to  customer  complaints. 
Rather,  contract  markets  are  required 
to  maintain  aggressive  “affirmative  ac¬ 
tion’’  rule  enforcement  programs  which 
include,  at  a  minimum,  extensive  floor 
surveillance  and  frequent  investigations 
into  the  trading  patterns  of  their  mem¬ 
bers  for  the  purpose  of  detecting  rule 
violations.  While  customer  complaints 
may  serve  to  focus  the  direction  of  some 
of  these  activities,  the  (Commission  does 
not  believe  such  complaints  should  serve 
as  the  sole  basis  for  rule  enforcement 
initiatives. 

Due  Diligence.  Proposed  regulation 
155.2(b)  (1)  (Vi)  would  have  required 
contract  markets  to  adopt  rules  requir¬ 
ing  all  contract  market  members  acting 
as  floor  brokers,  when  executing  an 
order  of  another  person,  to  “use  due  dili¬ 
gence  to  execute  that  order  at  the  best 
possible  price  or  prices  available  on  the 
floor  of  the  contract  market.’’  Similarly, 
proposed  regulation  155.2(b)  (2)  (ii) 
would  have  required  contract  markets 
to  adopt  rules  requiring  all  contract 
market  members  acting  as  futures  com¬ 
mission  merchants  to  “use  due  diligence 
in  handling  each  order  received  from  an> 
other  person  so  as  to  enable  each  such 
order  to  be  executed  at  the  best  pos¬ 
sible  price  or  prices  available  (m  the 
contract  market.’’  ’The  Commission  has 
determined  that  it  would  be  more  ap¬ 
propriate  to  consider  specific  due  dili¬ 
gence  standards  for  floor  brokers  and 
FCM’s  in  connection  with  the  custcuner 
protection  rules  which  are  currently  be¬ 
ing  developed  by  the  Commission’s  staff. 
Accordingly,  such  speciflc  due  diligence 
standards  have  not  been  incorporated 
into  regulations  155.2  and  155.3.  ’The 
Commission  emphasizes  that  while  it  has 
determined  not  to  adopt  speciflc  due 
diligence  standards  at  this  time,  this 
should  not  be  construed  to  imply  that 
floor  brokers  and  FCM’s  are  not  sub¬ 
ject  to  strict  due  diligence  standards 
apart  from  any  speciflc  Ck)mmission  reg¬ 
ulation  or  contract  market  rule.  Rather, 
the  Commission  believes  fl(X)r  brokers 
and  FCM’s  are  implicitly  obligated  by 
reason  of  the  very  nature  of  their  rela¬ 


tionship  to  customers  to  exercise  due 
diligence  in  not  only  order  handling  and 
executions,  but  in  all  of  the  activities 
they  carry  out  on  behalf  of  their 
customers. 

STANDARDS  FOR  FUTURKS  COMlflSSION 
MERCHANTS 

Proposed  regulation  155.2(b)  (2)  would 
have  required  contract  markets  to  adopt 
certain  rules  governing  the  activities  of 
contract  market  members  acting  as  fu¬ 
tures  commission  merchants.  In  response 
to  this  proposed  requirement,  several 
contract  markets  submitted  comments 
which  strongly  suggested  that  making 
the  contract  markets  the  “policeman” 
of  the  proposed  regulation  would  serve 
no  beneflcial  purpose  and  that  it  was  xm- 
realistic  to  expect  contract  markets  to 
be  able  to  police  effectively  FC7M  person¬ 
nel  located  throughout  the  United 
States  and,  in  many  instances,  through¬ 
out  the  world. 

The  Commission  does  not  agree  with 
the  conclusion  suggested  by  these  com¬ 
ments.  Each  contract  market  has  an 
obligation  under  section  5(g)  of  the  Act, 
7  UB.C.  7(g),  to  provide  a  marketplace 
in  which  “transactions  for  future  deliv¬ 
ery  in  the  commodity”  for  which  the 
contract  market  is  designated  “will  not 
be  contrary  to  the  public  interest.”  In¬ 
cluded  in  this  obligation  and  a  contract 
market’s  general  obligations  uhder  the 
Act  is  a  requirement  that  each  contract 
market  adopt  and  enforce  rules  to  insure 
that  its  members,  including  those  acting 
as  futures  ccmunission  merchants,  deal 
fairly  with  the  trading  public.  However, 
the  Commission  has  decided  that  it  will 
not,  at  this  time,  require  contract  mar¬ 
kets  to  adopt  rules  which  conform  to 
the  minlmiun  standards  set  forth  in 
the  CommissicHi’s  proposed  regulation 
Rather,  the  Commission  has  determined 
that  a  direct  obligation  should  placed 
upon  each  FCM  to  establish  and  to  en¬ 
force  internal  niles,  procedures  and 
controls  to  prevent  abuses  of  the  rela¬ 
tionship  of  the  FCM  and  its  affiliated  per¬ 
sons  to  customers.'*  ’This  determination 
is  reflected  in  newly  adopted  regulation 
155.3. 

The  C(Hnmissi(xi  has  found  it  neces¬ 
sary  to  impose  direct  regulation  upon  the 
FCM  community  in  newly  adopted  regu¬ 
lation  155.3  for  the  protection  of  the 


“  The  term,  “aflUlated  person"  of  «  futures 
commission  merchant  Is  defined  In  regulation 
156.1  as  any  general  partner,  officer,  director, 
owner  of  more  than  ten  percent  of  the  equity 
interest,  correspondent,  agent  or  person  asso¬ 
ciated  therewith,  associated  persmi  ot  em¬ 
ployee  of  the  futures  commission  merchant, 
and  any  relative  or  spouse  of  any  of  the  fore¬ 
going  persons,  or  any  relative  of  such  spouse, 
who  shares  the  same  home  as  any  of  the  fore¬ 
going  persons. 

F(»r  purposes  of  this  definition,  the  terms 
"correspondent"  and  “agent  or  person  associ¬ 
ated  therewith"  of  an  FCM  have  the  same 
ituHuiing  as  they  do  in  the  Act.  (See.  e.g..  sec- 
timis  4h  and  4k  of  the  Act,  7  n.S.C.  6b  and 
6k.)  The  "relattve  or  ^use  ...  or  any  rela¬ 
tive  such  ^K>use"  provision  includes  only 
those  persons  who  live  in  the  same  home  as 
a  "general  partner,  officer  .  .  .  agent  <x  «n- 
ployee"  of  an  FCM. 


general  public.  ’This  determination  was 
bas^  in  large  part  upon  the  present  in¬ 
adequacies  in  ^e  rule  enforconait  pro¬ 
grams  of  many  contract  maikets.  How¬ 
ever,  the  Commission  is  committed  to 
promoting  self -regulation.  In  this  regard, 
the  Commission  is  aware  that  contract 
markets  and  other  persons  in  the  indus¬ 
try  are  considering  the  establishment  of 
a  “Title  m  association”"  which  might 
be  able  to  assume  many  of  the  regulatory 
responsibilities  in  the  FCM  area.  TTie 
Cmnmission  emphasizes  that  the  alter¬ 
native  to  effective  Industry  regulation  of 
the  FCM  community — continuing  and 
perhaps  increasing  direct  governmental 
regulation — is  inevitable  if  the  contract 
markets  and  the  industry  as  a  whole  do 
not  accept  this  self-regulation  responsi- 
bUity. 

Minimum  Standards.  Paragraph  (a) 
of  newly  adopted  regulation  155.3 
establishes  certain  minimum  safe¬ 
guards  which  must  be  included  in  the 
internal  rules,  procedures  and  controls 
of  all  FCM’s.”  ’The  first  of  these  mini¬ 
mum  safeguards  is  a  requirement  that 
each  futures  commission  merchant 
establish  internal  rules,  procedures  and 
controls  to  insure,  to  the  extent  possible, 
that  customer  orders  “executable  at  or 
near  the  market  price”  are 

transmitted  to  the  fioor  of  the  appropriate 
contract  market  before  any  order  In  the 
same  commodity  for  any  proprietary  ac¬ 
count  or  any  other  account  In  which  an  af¬ 
filiated  person  has  an  Interest  or  for  which 
an  affiliated  person  may  originate  orders 
without  the  prior  specific  consent  of  the 
account  owner  Is  transmitted  or  caused  to 
be  transmitted  to  the  fioor  of  a  contract 
market  by  any  affiliated  person  who  gains 
knowledge  of  such  customer  order  prior  to 
its  transmission  to  the  fioor  of  the  appro¬ 
priate  contract  market.  *  *  * 

The  second  of  these  safeguards  is  a 
requirement  that  the  internal  rules,  pro¬ 
cedures  and  controls  established  by  the 
FCM  be  designed  to  prevent  its  affiliated 
persons  from  circumventing  the  re- 


u  See  section  17  of  the  Act,  7  TT.S.C.  21, 
which  Is  Title  m  of  the  Commodity  Futures 
Trading  Commission  Act  of  1974,  Pub.  L.  No. 
93-463,  88  Stat.  1389,  1406. 

"To  a  large  extent,  these  and  many  of 
the  other  requirements  of  regulation  165.3 
are.  In  the  Commission’s  view,  no  more 
than  specific  codifications  of  minimal  safe¬ 
guards  which  a  futures  commission  mer¬ 
chant  must  employ  to  carry  out  its  respon¬ 
sibilities  to  customers  \mder  common-law 
agency  principles.  Consequently,  whUe  the 
Commission’s  original  proposal  would  have 
Imposed  specific  requirements  on  only  those 
futures  commission  merchants  which  hold 
memberships  on  contract  markets  permit¬ 
ting  their  FCM  members  to  dvial  trade,  the 
Commission  believes  that  customers  of  all 
futures  commission  merchants  should  have 
the  benefit  of  the  specific  minimum  safe¬ 
guards  set  forth  In  regulation  156.3.  How¬ 
ever,  because  regulation  155.3,  as  orlglnaUy 
proposed,  would  not  have  extended  to  non¬ 
member  F<3M’s,  the  newly  adopted  regula¬ 
tion  applies  only  to  those  FCM’s  which  are 
members  of  a  contract  market.  In  a  separate 
Federal  Register  release  Issued  concur¬ 
rently  with  these  regulations,  the  (Com¬ 
mission  Is  proposing  the  extension  of  reg¬ 
ulation  166.3  to  non-member  FCM’s  as  well 
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quirement  set  forth  above  by  placing 
orders  with  other  PCM’s. 

As  originally  proposed,  this  “customer 
first”  rule  would  have  applied  to  FCM’s 
on  a  branch  office  by  branch  office  basis. 
Numerous  commentators  objected  to 
this  proposed  application,  pointing  out 
that,  in  many  instances,  compliance  with 
such  a  provision  would  be  extremely  dif¬ 
ficult,  if  not  impossible,  on  a  branch  office 
basis  in  that  one  associated  person  may 
have  no  idea  of  the  activities  of  another 
associated  person,  especially  in  large  of¬ 
fices.  Ttie  Commission  believes  there  is 
some  merit  to  these  comments;  therefore, 
the  Commission  has  restructured  this 
customer  first  requirement  in  the  newly 
ad(H}ted  regulation  to  require  FCM’s  to 
adopt  internal  rules,  procedures  and  con¬ 
trols  to  insxire  that  a  customer’s  order  is 
transmitted  to  the  fioor  before  any  order 
for  a  proprietary  account  or  any  other 
account  in  which  an  affiliated  person  has 
an  interest  or  for  which  an  affiliated  per¬ 
son  may  originate  orders  without  the 
prior  specific  consent  of  the  account 
owner  is  transmitted  or  caused  to  be 
transmitted  by  any  person  who  has 
gained  knowledge  of  that  customer  order 
prior  to  its  transmission  to  the  fioor  of 
the  appropriate  contract  market.** 

Paragraph  (b)  of  newly  adopted  regu¬ 
lation  155.3  makes  it  unlawful  for  a  fu- 
tiures  commission  merchant  or  any  of  its 
affiliated  persons : 

(I)  To  dlsdose  unneceaearUy  that  an  order 
of  another  person  Is  being  held  by  the  FCM 
or  any  of  Its  affiliated  persons,  or 

(II)  To  knowingly  take,  directly  or  In¬ 
directly,  the  other  side  of  any  order  of  an¬ 
other  person  revealed  to  the  FCM  or  any  of 
Its  affiliated  persons  by  reason  of  their  rela¬ 
tionship  to  such  other  person,  except  with 
such  other  person’s  prior  consent  and  In  con¬ 
formity  with  contract  market  rules  approved 
by  the  Commission. 

’The  first  of  these  prohibitions  is  a  tra- 
diticmal  customer  confidentiality  rule 
designed  to  protect  custraners  frcxn  dis¬ 
closure  of  information  concerning  their 
orders  to  other  parties.  The  second  pro¬ 
hibition  augments  section  4(b)  of  the 
Act  which  makes  it  unlawful  for  any 
perscm  to  take  the  other  side  of  an  order 
of  another  person,  willfully  and  know¬ 
ingly,  without  the  prior  consent  of  such 
other  person. 


Ihe  Commission  recognizes  that  a  strict, 
literal  Interpretation  of  newly  adopted  reg¬ 
ulation  l&5.3(a)(l)  might  require  FCM’s  to 
adc^t  rules  to  insure  that  clerical  employees, 
such  as  teletype  operators,  who  receive  or¬ 
ders  from  several  associated  persons  con¬ 
tinuously  and  often  simultaneously  for 
mechanical  transmission  to  the  appropriate 
contract  market  tor  execution,  arrange  those 
orders  so  that  custcnner  mders  are  always 
transmitted  by  such  clerical  enq>loyees  prior 
to  proprietary  orders.  ’The  COTomlsslon  does 
not  Intend  that  such  a  strict  reading  be  given 
to  the  newly  adopted  regulation.  Rather, 
FCM  Internal  rules,  procedures  and  controls 
should  be  adc^ted  In  a  form  which  reflects 
the  purpose  of  the  regulation:  to  Insure  that 
FCM’s  and  their  employees  do  not  take  ad¬ 
vantage  of  their  relationship  with  customers 
by  using  their  knowledge  of  customer  orders 
to  trade  ahead  of  or  against  the  Interests 
of  such  customers  for  their  own  benefit  or 
that  of  their  preferred  customers. 


Paragraph  (c)  of  regulatimi  155.3 
makes  it  unlawful  for  any  FCM  to  know¬ 
ingly  handle  the  account  of  any  affiliated 
person  of  another  FCM  unless: 

(I)  Written  authorization  is  received  from 
a  person  designated  by  such  other  FCM  with 
responslbUity  for  surveUlance  over  such  ac- 
coimt, 

(II)  The  FCM  receiving  an  order  tar  such 
an  account  prepares  Immediately  upon  such 
receipt  a  record  of  such  wder  and  recmtls 
thereon,  by  time-stamp  or  other  timing  de¬ 
vice,  the  date  and  time,  to  the  nearest  min¬ 
ute,  the  order  is  received,”  and 

(iU)  The  FCM  transmits  on  a  regular  basts 
to  the  FCM  with  which  such  person  Is  af¬ 
filiated  copies  of  all  statements  for  the  ac¬ 
count  of  such  person  and  copies  of  aU  writ¬ 
ten,  time-stamped  records  prepared  upon  the 
receipt  of  orders  for  such  account. 

Paragraph  (d)  of  regulation  155.3  makes 
it  unlawful  for  any  affiliated  person  of  an 
PCM  to  have  an  account,  direcUy  or  in¬ 
directly,  with  another  FCM  unless: 

(1)  Written  authorization  Is  received  from 
a  designated  official  of  the  FCM  with  which 
such  person  Is  affiliated  for  the  maintenance 
of  such  account,  and 

(U)  Copies  of  all  statements  for  such  ac¬ 
count  and  of  aU  written,  time-stamped  rec¬ 
ords  prepared  by  such  other  FCM  upon  re¬ 
ceipt  of  orders  for  such  account  are  trans¬ 
mitted  on  a  regular  basis  to  the  FCM  with 
which  such  person  is  affiliated. 

As  can  be  seen,  paragraphs  (c)  and 
(d)  of  newly  adopted  regulation  155.3  are 
designed  to  assist  FCM’s  in  supervising 
the  trading  activities  of  their  affiliated 
persons  by  providing  them  with  notifi¬ 
cation  of  and  information  ccmceming 
the  accounts  maintained  by  their  af¬ 
filiated  persons  with  other  PCM’s.  ’The 
Commission  received  several  comments 
in  response  to  its  proposed  regulations 
suggesting  that  it  should  prc^ibit  as¬ 
sociated  persons  from  having  accounts 
with  other  FCM’s  and  that  it  should  also 
prohibit  FCM’s  from  handling  the  ac¬ 
counts  of  the  associated  persons  of  other 
FCM’s.  The  Commission  does  not  believe 
such  a  strict  prohibition  is  necessary  to 
insure  that  FCM’s  have  adequate  ability 
to  police  the  trading  activities  of  their 
affiliated  persons.  Rather,  the  Commis¬ 
sion  believes  that  each  FCM  should  be 
permitted  to  make  Its  own  determination 
as  to  the  measures  necessary  to  carry  out 
its  responsibility  to  prevent  abuses  of  the 
relationship  of  its  affiliated  persons  to 
the  FCM’s  customers.  While  the  Ccxn- 
mlsslon  has  not  itself  prohibited  affili¬ 
ated  persons  fitxn  having  accounts  with 
FCM’s  other  than  the  ones  with  which 
they  are  affiliated,  an  FCM  is  not  pre¬ 
cluded  from  imposing  such  a  prohibition 
(m  its  own  affiliated  persons  if  the  FCM 
determines  that  such  a  prohibition  is 
necessary  to  carry  out  its  responsibilities 
under  newly  adopted  regulation  155.3. 

Transaction  Tna  Sequence 

Reconstruction  Capabuitt 

As  discussed  above,  theCcxnmission  be¬ 
lieves  it  is  essential  that  each  contract 
market  have  the  ability  to  reconstruct, 
accvirately  and  rtq^idly,  the  time  and 


"In  most  Instances,  this  Is  already  re¬ 
quired  by  regulation  1.35(a-l)  (1). 


sequence  of  transactions  on  any  given 
trading  day.  The  Commission  believes 
contract  markets  must  have  this  cai^ll- 
ity  to  carry  out  their  self -regulatory  re¬ 
sponsibilities  under,  among  other  things, 
newly  adopted  regulation  155.2.  Detec¬ 
tion,  and  hence  effective  prevention,  of 
market  manipulation  and  of  such  abu¬ 
sive  trading  practices  as  trading  ahead 
of  customers  and  “three-cornered  deals” 
is  dependent  in  large  part  upon  rapid 
and  accurate  transaction  time  sequence 
reconstruction.  While  the  Commission  is 
aware  that  there  is  lltUe  factual  evidence 
that  such  trading  abuses  occur  with  sig¬ 
nificant  frequency,  the  Commission  does 
not  accept  the  conclusion  drawn  by  many 
of  the  persons  testifying  at  the  March 
1976  hearings  on  dual  trading  that  such 
abuses  occur  only  in  isolated  instances. 
Rather,  the  Commission  has  determined 
that  most  contract  markets  would  be  un¬ 
able  to  detect  the  vast  majority  of  such 
trading  abuses  by  their  members  under 
current  record-keeping  practices  and 
procedures  even  if  such  trading  abuses 
were  common  practice  on  such  contract 
markets.  F\u1hermQre,.even  if  such  trad¬ 
ing  abuses  could  be  detected  through  the 
use  of  records  currently  being  kept  by 
contract  markets,  the  laborious  cross 
referencing  of  data  which  would  be  nec¬ 
essary  to  expose  such  abuses  would  ef¬ 
fectively  preclude  an  efficient  ccmtract 
market  surveillance  program  capable  of 
the  prompt  detection  of  trading  abuses. 

’The  C(xnmission  has  also  determined 
that  it  would  be  Impossible  for  it  to  ful¬ 
fill  completely  its  statutory  responsibili¬ 
ties  under  section  4j  of  the  Act  in  the 
absence  of  the  ability  on  the  part  of  con¬ 
tract  markets  to  reconstruct,  nqiidly  and 
accurately,  the  time  and  sequence  of 
transactions  for  any  given  trading  pe¬ 
riod.  The  difficulty  in  drawing  a  mean¬ 
ingful  conclusimi  with  respect  to  the  sig¬ 
nificance  of  dual  trading  abuses  in  the 
absence  of  a  rapid  and  accurate  transac¬ 
tion  time  sequence  reconstruction  capa¬ 
bility  has  already  been  discussed.  The 
ability  of  the  Commission  to  analyze  in 
a  meaningful  way  the  effects  of  dual 
trading  on  market  liquidity  in  the  ab¬ 
sence  of  such  reconstruction  capability 
is  equally  hampered.  The  enormous  dif¬ 
ficulties  the  Commission  has  experienced 
in  trade  practice  and  other  Investigations 
and  in  various  economic  studies  reinforce 
those  b^efs  and  emphasize  the  need  for 
rapid  and  accurate  transaction  time  se¬ 
quence  reconstruction  capability.  Accord¬ 
ingly,  the  Commissi(m  has  determined  to 
require  contract  markets  to  devel(V  this 
capability  as  soon  as  possible.  As  dis¬ 
cussed  below,  the  Commission  has  de¬ 
cided  that  contract  markets  should  be  re¬ 
quired,  as  a  first  step  toward  the  attain¬ 
ment  of  such  rapid  and  accurate  recon¬ 
struction  capability,  (1)  to  maintain  an 
accurate  record  of  the  time  of  execu¬ 
tion  of  each  trade  and  of  each  price 
change  on  the  contract  msuket  and  (ii) 
to  retain  such  information  in  a  readily 
retrievable  form. 

Attempts  to  reconstruct  the  time  and 
sequence  of  transactions  on  contract 
markets  have  generally  been  based  upon, 
among  other  things,  toe  price  at  which 
each  transaction  was  executed.  Since 
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contract  markets  maintain  records  of 
most  price  changes  in  a  trading  day,  in¬ 
cluding  the  approximate  time  of  each 
change,  the  time  of  the  execution  of  a 
transaction  may  frequently  be  estab¬ 
lished  by  relating  the  price  of  the  trans¬ 
action  to  the  time  at  which  the  market 
hit  that  price.  However,  there  are  several 
basic  problems  with  this  method.  First, 
in  the  presence  of  a  cyclical  market,  one 
in  which  the  same  price  is  hit  at  two  or 
more  occasions  during  the  trading  day,  it 
may  not  be  possible  to  assign  a  specific 
time  to  each  transaction.  Second,  the  ac¬ 
curacy  and  precision  of  contract  market 
price  change  records  is  often  inadequate. 
Third,  the  absence  of  computerized  data 
retrieval  systems  correlating  price  of  ex¬ 
ecution  to  time  of  price  changes  has  made 
market  surveillance  efforts  through  the 
use  of  price  correlation  sequencing  ex¬ 
tremely  time-consuming  and  correspond¬ 
ingly  ineffective. 

The  destructive  effect  of  cyclical  mar¬ 
ket  movements  upon  transaction  recon¬ 
struction  based  upon  price  can  be  elimi¬ 
nated  by  identifying  executions  to  time 
periods  within  which  no  cyclical  market 
movement  occurs.  Various  commentators 
suggested  this  could  be  accomplished 
through  the  use  of  the  time-stamps  cur¬ 
rently  required  on  each  customer  order 
upon  receipt  of  the  order  on  the  floor  of 
the  contract  market  and  upon  the  report 
of  execution  of  such  order.  The  use  of 
such  data  for  transaction  time  sequence 
reconstruction  in  the  course  of  trade 
practice  and  other  investigations  and 
various  market  studies  by  the  Commis¬ 
sion’s  staff  has  proved  unworkable.  Pres¬ 
ently,  only  customer  orders  must  be  time- 
stami}ed  upon  receipt  on  the  floor  and 
upon  report  of  execution.  Accordingly,  in 
a  cyclical  market  it  is  often  impossible 
to  distinguish  between  two  different 
transactions  executed  at  the  same  price 
which  involve  only  floor  brokers  or  floor 
traders.  Even  when  customers  are  on  one 
or  both  ends  of  a  transaction,  the  period 
of  time  which  elapses  between  the  receipt 
of  the  order  on  the  contract  market  floor 
and  the  report  of  execution  from  the 
contract  market  floor  is  often  so  long 
that  cyclical  price  movements  can  occur 
several  times  within  that  period.  A  sig¬ 
nificant  amovmt  of  time  may  also  elapse 
between  the  execution  of  a  transaction 
and  the  time  that  execution  is  reported 
from  the  contract  market  floor.  In  addi¬ 
tion,  the  manual  cross-checking  of  the 
time-stamps  on  orders  and  reports  of  ex¬ 
ecution  required  to  achieve  even  a  gen¬ 
eral  reconstruction  of  the  time  and 
sequence  of  transactions  on  a  contract 
market  has  proved  to  be  prohibitive  in 
terms  of  cost-eflBcient  market  surveil¬ 
lance  or  analyses  of  the  trading  activity. 

The  second  major  obstacle  to  any  at¬ 
tempt  to  reconstruct  the  time  and 
sequence  of  transactions  on  a  contract 
market  through  the  use  of  price  changes 
is  the  inaccuracy  with  which  contract 
markets  often  record  the  time  of  such 
price  changes.  Since  a  large  number  of 
trades  can  take  place  in  a  matter  of  a 
few  seconds  or  minutes  on  any  exchange, 
such  inaccurate  price  change  timing  can 
easily  invalidate  the  accuracy  of  any  re¬ 


construction  of  the  time  and  sequence  of 
transactions  based  upon  such  timing. ' 

The  third  major  obstacle  to  transac¬ 
tion  time  sequence  reconstruction  based 
upon  price  of  execution  has  already  been 
mentioned  in  connection  with  the  use  of 
time-stamps  on  customer  orders  to  re¬ 
duce  the  effect  of  cyclical  price  move¬ 
ments.  That  is,  any  system  for  the  re¬ 
construction  of  the  sequence  of  transac¬ 
tions  which  necessitates  manual  cross¬ 
checking  and  correlation  from  several 
separate  data  sources,  especially  where 
such  system  results  in  a  reconstruction 
which  is  only  marginally  accurate,  ef¬ 
fectively  negates  its  usefulness  as  a  mar¬ 
ket  surveillance  or  investigatory  tool.  In 
other  words,  the  cost  eflBciency  of  any 
system  which  requires  several  people  sev¬ 
eral  days  to  achieve  a  reconstruction  with 
limited  accuracy  cannot  serve  as  an  ade¬ 
quate  deterrent  to  trading  abuses  or  as 
an  acceptable  source  for  market  infor¬ 
mation. 

As  a  result,  the  Commission  has  deter¬ 
mined  that  it  is  essential,  in  terms  of 
the  self-regulatory  rule  enforcement  re¬ 
sponsibilities  of  contract  maricets  and  the 
Commission’s  responsibility  to  oversee 
such  rule  enforcement,  as  well  as  in  terms 
of  the  Commission’s  obligations  under 
section  4j  of  the  Act,  that  three  addi¬ 
tional  record-keeping  requirements  be 
immediately  imposed  upon  contract  mar¬ 
kets  as  a  first  step  toward  requiring  them 
to  attain  the  ability  to  reconstruct, 
rapidly  and  accurately,  the  precise  time 
and  sequence  of  transactions  on  the  trad¬ 
ing  floor.  The  first  is  a  requirement  that 
each  contract  market  maintain  an  ac¬ 
curate  price  change  register  recording 
each  price  change  within  ten  seconds.*" 
’The  second  is  a  requirement  that  the  ex¬ 
ecution  of  each  transaction  be  identified 
to  a  time  period  within  which  the  prob¬ 
ability  of  a  cyclical  movement  of  the 
market  is  reduced  to  the  greatest  extent 
possible.  In  this  regard,  the  Commission 
believes  that  the  execution  of  each  trade 
on  a  contract  market  must,  to  the  extent 
possible,  be  recorded  to  at  least  the  near¬ 
est  minute.  The  third  is  a  requirement 
that  contract  markets  retain  trade  data 
information  in  a  manner  which  permits 
accurate  and  rapid  analysis  of  such  data. 
The  newly  adopted  amendments  to  reg¬ 
ulation  1.35  require  such  record-keeping 
improvements. 

In  response  to  its  rule  proposal  of  De¬ 
cember  12, 1975,  the  Commission  received 
numerous  comments  to  the  effect  that 
present  technology  is  such  that  all  price 
changes  on  a  contract  market  can  not  be 
reported  to  the  nearest  ten  seccmds  dur¬ 
ing  hectic  trading  periods.  While  the 
Commission  recognizes  that  even  an  ef¬ 
fective  contract  market  monitoring  sys¬ 
tem  may  not  immediately  detect  every 
price  change  in  an  extremely  hectic  trad¬ 
ing  period,  studies  conducted  by  the 
Commission’s  staff  have  shown  that  pres¬ 
ent  technology  is  adequate  to  enable  con- 


**Thi8  requirement  Is  also  Important  In 
terms  of  the  accurate  market  data  which 
becomes  available  to  the  trading  public  by 
reason  of  the  maintenance  of  such  a  price 
change  record. 


tract  markets  to  record  each  detected 
price  change  within  ten  seconds.  More¬ 
over,  the  studies  conducted  by  the  Com¬ 
mission’s  staff  have  also  led  the  Commis¬ 
sion  to  conclude  that  contract  market 
monitoring  systems  which  utilize  an  ade¬ 
quate  number  of  pit  or  ring  observers  or 
suitable  electronic  devices  would  enable 
all  contract  markets  to  detect  virtually 
all  price  changes  almost  instantaneously, 
even  in  the  busiest  markets  and  heaviest 
trading  periods.  Accordingly,  regulation 
1.35(b)  contains  no  relaxation  of  the  re¬ 
quirement  that  each  contract  market 
maintain  a  record  of  all  price  changes 
which  includes  the  time  of  each  such 
change  to  the  nearest  ten  secwads."  How¬ 
ever,  the  Commissioner  does  not  intend 
the  application  of  this  regulaticm  to  be 
absolute  and  does  not  anticipate  that  it 
will  take  any  action  against  a  contract 
market  for  failing  to  comply  with  the 
provisions  of  regulation  1.35(b)  where 
such  non-compliance  consists  solely  of 
the  failure  on  the  part  of  the  contract 
market  to  detect  and  to  report  within  ten 
seconds  occasional  and  isolated  price 
changes  during  unusually  hectic  trading 
periods. 

The  Commission  recognizes  that  im¬ 
plementation  by  certain  contract  mar¬ 
kets  of  the  technology  and  procedural 
systems  necessary  to  enable  those  con¬ 
tract  markets  to  maintain  the  required 
price  change  register  may  involve  certain 
initial  technical  difficulties.  However, 
since,  as  noted  above,  the  Commlssicm 
believes  the  technology  already  exists 
which  would  enable  contract  markets  to 
maintain  the  ten-second  price  change 
register  required*  by  the  newly  adopted 
regulations,  it  is  incumbent  upon  con¬ 
tract  markets  to  initiate  implementation 
of  such  technology  and  any  necessary 
procedural  systems  far  enough  in  ad¬ 
vance  of  the  effective  date  of  regulation 
1.35(h)  to  insure  that  the  required  record 
can  be  established  and  maintained  by  the 
contract  market  by  the  effective  date  of 
that  regulation. 

Proposed  regulation  155.3(a)  would 
have  prohibited  floor  brokers  from  dual 
trading  after  January  16,  1977,  in  any 
commodity  with  respect  to  which  a  con¬ 
tract  market  had  not  submitted  to  the 
Commission  for  its  approval 

a  plan,  with  a  timetable  for  Implementation, 
which  provides  for  the  development,  as  soon 
as  practicable,  of  a  method,  through  time 
stamping  or  otherwise,  for  recording  the  se¬ 
quence  of  futures  transactions  executed  on 
the  contract  market. 

Proposed  regulation  155.3(b)  would 
have  prohibited  dual  trading  on  a  con¬ 
tract  market  after  April  17,  1977,  unless 
the  Commission  by  order  had  declared 
the  submitted  plan  effective  by  that  date 
or  had  extended  the  April  17  deadline. 
Several  commentators  orally  and  in  writ¬ 
ing  expressed  a  belief  that  accurate  and 
rapid  transaction  time  sequence  recon- 


^One  commentator  was  uncertain  as  to 
the  meaning  of  the  “nearest  ten  seconds." 
That  term  as  used  in  newly  adopted  regula¬ 
tion  1.35(h)  means  that  each  change  in  price 
must  be  recorded  within  ten  seconds  after 
such  price  change. 
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structlcm  through  time  stamping  was 
absolutely  essential  to  an  effective  regu¬ 
latory  program.  Other  commentators 
argued  that  such  a  capacity  was  not 
econcxnically  feasible  in  the  foreseeable 
future  and  that  potential  abuses  of  dual 
trading  could  be  effectively  monitored 
by  the  contract  market  through  other 
means. 

In  response  to  the  concern  expressed 
about  time  sequencing  plans  at  the  dual 
trading  hearings,  the  Cmnmlssion  formed 
a  task  force  on  April  8,  1976,  to  study 
the  feasibility  of  improved  time  sequenc¬ 
ing  at  each  exchange.  The  task  force 
addressed  in  particiilar  the  suggestion 
that  a  system  of  bracketing,  the  identifi¬ 
cation  of  each  transaction  cm  the  ex¬ 
change  to  a  determined  time  segment  of 
the  trading  day,  be  acc^ted  as  an  in¬ 
terim  step  toward  full  time  sequence  re¬ 
construction  capacity.  ITie  task  force 
concluded  that  while  time  sequencing 
should  continue  to  be  the  ultimate  goal 
for  all  contract  martcets,  bracketing 
would  be  a  “significant  step  forward  for 
certain  markets  on  certain  exchanges” 
and  might  represent  an  acceptable  in¬ 
terim  step  toward  full  time  sequence 
reconstruction  capacity  in  certain  in¬ 
stances.”  The  task  force  recmnmended 
specifically: 

*  *  *  that  the  Commission  promulgate  a 
rule  which  wlU  require  as  an  ultimate  goal 
the  time  sequencing  of  tradea  This  rule  shaU 
be  part  of  the  Commission’s  record-keeping 
rule  (regulation  1.35).  While  this  ultimate 
goal  should  be  mandated,  It  Is  clear  that 
certain  exchanges  cannot  promptly  Institute 
a  system  for  time  sequencing  of  trades. 
Therefore,  the  rule  suggested  by  the  task 
force  would  permit,  on  a  market-by-market 
basis,  exchanges  which  demonstrate  that 
they  cannot  Implement  the  goal  of  time 
sequencing  at  this  time  to  submit  an  Interim 
plan  which  would  be  a  step  forward  over 
present  systems.  For  markets  which  are  fully 
capable  of  Implementing  time  sequencing  by 
a  stated  deadline,  the  exchange  would  be 
required  to  do  so,  and  would  not  be  aUowed 
to  Implement  Interim  steps.  For  other  mar¬ 
kets  (In  particular  those  in  the  actively 
traded  pits),  an  exchange  might  prc^ose  for 
Commission  approval  a  plan  which  would 
Include  bracketing  as  an  interim  step  toward 
the  final  goal  of  time  sequencing.  Periodi¬ 
cally,  perhaps  annually,  exchanges  which 
have  not  implemented  final  plans  for  par¬ 
ticular  markets  would  be  required  to  demon¬ 
strate  further  progress  In  sequence  recon¬ 
struction  capacity  and  explain  why  they  were 


»In  this  regard,  It  should  be  noted  that 
while  the  task  force  concluded  that  “bracket¬ 
ing  or  better  Is  feasible  on  all  exchanges,”  It 
also  pointed  out  that 

|w]hlle  bracketing  will  better  enable  the 
Commission  and  the  exchanges  to  recon¬ 
struct  markets,  the  Job  of  such  reconstruc¬ 
tion  will  continue  to  be  onerous.  Therefore, 
the  ultimate  goal  of  time  sequencing  must 
continued  to  be  stressed. 

The  task  force  was  also  careful  to  point  out 
that  the  feasibility  of  time  stamping  or  other 
methods  besides  bracketing  to  achieve  full 
sequence  reconstruction  capacity  were  not 
assessed  comprehensively  by  the  task  force. 
Copies  of  the  report  of  the  task  force  on 
bracketing  are  available  for  Inspection  at  the 
Commission’s  offices  at  2033  K  Street,  N.W.,' 
Washington,  D.C.  20681. 


not  able  to  have  time  sequencing,  together 
with  an  explanation  of  what  steps  they  are 
taking  to  reach  that  goal. 

The  Commission  has  carefully  consid¬ 
ered  the  report  of  its  task  force  on  brack¬ 
eting  and  the  public  comments  received 
in  response  to  proposed  regulation  155.3. 
In  light  of  these  recommendations  and 
comments,  and  as  a  result  of  the  Com¬ 
mission’s  internal  studies  on  the  issue, 
the  Commission  has  concluded  that  each 
contract  market  should  be  required  to 
develop  the  capacity  to  reconstruct,  ac¬ 
curately  and  rapidly,  the  time  sequence 
of  transactions.  As  the  first  step  toward 
such  capacity,  the  Commission  has  re¬ 
quired  in  regulation  1.35(g)  (1)  that  each 
contract  market  Implement,  as  soon  as 
possible,  timing  and  record-keeping  sys¬ 
tems  and  procedures  which  wfil  enable 
it  to  show  on  the  record  required  by  reg¬ 
ulation  1.35(e)  the  mechanically  or  elec¬ 
tronically  verified  time  of  execution  of 
each  futures  trade  to  at  least  the  nearest 
minute.  The  Commission  emphasizes 
that  it  does  not  intend  by  the  imposition 
of  this  minimum  requirement  to  pre¬ 
clude  contract  markets  from  utilizing 
more  advanced  time  sequencing  systems. 
Accordingly,  regulation  1.35(g)  (1)  pro¬ 
vides  that  a  contract  market  may,  in  the 
alternative,  show  on  the  record  required 
by  regulation  1.35(e)  such  superior  time 
sequence  indicia  as  may  be  authorized 
by  the  (Commission. 

The  Commission  recognizes  that  im¬ 
plementation  of  the  systems  and  proce¬ 
dures  which  will  enable  a  contract  mar¬ 
ket  to  comply  with  the  requirements  of 
regulation  1.35(g)  (1)  may  not  be  possible 
on  all  contract  markets  on  all  commodity 
exchanges  by  the  effective  date  of  this 
regulation.  Accordingly,  regulation  1.35 
(g)(2)  provides  that  the  Commission 
may  grant  a  contract  market  an  exten¬ 
sion  of  time  to  c<xnply  with  the  require¬ 
ments  of  regulation  1.35(g)  (1)  where  the 
contract  market:  . 

(i)  Demonstrates  that  the  contract  market 
cannot  immediately  Implement  timing  and 
record-keeping  systems  and  procedures 
which  will  enable  It  to  show  the  mechan¬ 
ically  or  electronically  verified  time  of  exe¬ 
cution  to  at  least  the  nearest  minute  for 
each  transaction  without  seriously  disrupt¬ 
ing  the  functions  of  Its  marketplace; 

(II)  Submits  a  plan,  with  a  timetable  for 
Implementation  which  provides  fm:  the  de¬ 
velopment  of  a  record  of  the  mechanically 
or  electronically  verified  time  of  execution 
of  each  futures  trade  to  at  least  the  nearest 
minute  or  such  superior  time  sequence  In¬ 
dicia  as  may  otherwise  be  authorized  by  the 
Commission;  and 

(III)  Submits  an  Interim  plan  which  will 
represent  substantial  progress  towards  an 
accurate  record  of  the  time  and  sequence  of 
each  futures  trade  on  the  contract  market. 

The  Commission  emphasizes  that  the 
availability  of  any  extension  of  time  to 
comply  with  the  requirements  of  regu¬ 
lation  1.35(g)  (1)  will  be  extremely  lim¬ 
ited.  No  such  extension  will  be  granted 
in  the  absence  of  a  compr^ensive  study 
by  the  contract  market  of  the  feasibility, 
and  methods  of  implementing  appropri¬ 
ate  systems  and  procedures  to  enable  the 
contract  market  to  record  the  time  of 


execution  of  each  transaction  to  at  least 
the  nearest  minute.  In  this  regard,  the 
Commission  stresses  that  each  contract 
market  must  utilize  all  available  means 
to  implement  the  necessary  timing  and 
record-keeping  syst«ns  and  procedures 
as  soon  as  possible.  No  extension  of  time 
will  be  granted  where  the  Commission 
determines  that  a  contract  market  has 
failed  to  do  all  that  it  was  feasible  for 
it  to  do  to  attain  the  required  record¬ 
keeping  capability  or  to  formulate  an 
acceptable  plan  for  the  development  of 
such  capability.** 

The  third  prerequisite  for  an  extension 
of  time  to  comply  with  the  requirements 
of  regulation  1.35(g)  (1)  is  the  submis¬ 
sion  of 

an  interim  plan  which  will  represent  sub¬ 
stantial  progress  toward  an  accxirate  record 
of  the  time  and  sequence  of  execution 
each  futures  trade  on  the  contract  market. 

Such  an  interim  plan  must  include  the 
maximum  possible  improvement  in  the 
ability  of  the  contract  market  to  recon¬ 
struct,  accurately  and  rapidly,  the  time 
and  sequence  of  execution  of  each  fu¬ 
tures  trade  (m  the  contract  market.  In 
this  regard,  the  C(Hnmlsslon  believes  it 
is  appropriate  to  give  contract  markets 
additional  guidance  as  to  the  criteria 
which  will  be  used  to  evaluate  any  such 
Interim  plan.  Specifically,  an  Interim 
plan  must,  at  a  minimum: 

(I)  Provide  for  subetantisl  Improvement 
In  the  record-keeping  systems  and  procedures 
of  the  contract  market.  Including  lnq)roved 
data  retrlevabllity  and  analysis  capability. 

(II)  Be  consistent  with  the  overall  plans  of 
the  contract  market  for  achieving  full  and 
accurate  time  sequencing.  In  this  regard,  the 
Interim  plan  must  not  have  the  effect  of  Im¬ 
peding  progress  toward  the  implementation 
of  a  method  for  recording  the  mechanically 
or  electronically  verified  time  of  execution  of 
each  futures  trade  to  at  least  the  necwest 
minute  or  such  superior  time  sequence  in¬ 
dicia  as  may  have  been  authorized  by  the 
Commlsslcm. 

(III)  Not  delay  progress  toward  achieving 
accurate  transaction  time  sequence  recon¬ 
struction  ciH;>abUlty. 

Interim  plans  will  be  evaluated  on  a 
market-by-market  basis,  even  where 
such  maricets  are  on  the  same  commod¬ 
ity  exchange.  An  extension  of  time  to 
comply  with  the  requirements  of  regula¬ 
tion  1.35(g)  (1)  will  not  be  granted  to  a 
contract  market  where  the  Commission 


■■  Petitions  for  extensions  of  time  to  com¬ 
ply  with  the  requirements  of  regulation  1.36 
(g)  (1)  should  be  submitted  to  the  Commis¬ 
sion  at  least  60  days  prior  to  the  effective 
date  of  the  regulation  to  enable  the  Com¬ 
mission  to  review  the  plans  accompanying 
such  petitions  and  to  afford  the  contract 
market  adequate  time  to  make  any  modifica¬ 
tions  to  such  plans  necessitated  by  such  re¬ 
view  prior  to  the  effective  date  of  regulation 
1.35(g)(1).  Regulation  1.35(g)(2)  does  en¬ 
able  the  Commission  to  grant  an  extension 
of  time  to  comply  with  the  requirements  of 
regulation  1.36(g)(1)  In  the  absence  of  the 
submission  of  an  acceptable  plan  for  the  de¬ 
velopment  of  the  required  record-keeping 
capabUlty;  howevn:,  the  Commission  antici¬ 
pates  that  It  wlU  grant  such  extensions  in  the 
absence  of  the  requisite  plan  only  In  emer¬ 
gency  circumstances  and  only  for  very  limited 
durations. 
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determines  that  the  contract  market  Is 
capable  of  implementing  better  transac- 
ticm  time  sequence  reconstruction  than 
Is  provided  for  in  the  interim  plan  sub¬ 
mitted  by  the  contract  market.  In  this 
regard,  the  Commission  is  especially  cog¬ 
nizant  of  the  finding  of  the  task  force  on 
bracketing  that  while  bracketing  “may 
be  a  significant  step  forward  for  some 
very  active  markets,”  It  may  be  “a  step 
backwards  for  others."  Accordingly,  the 
task  force  reccmimended  that  the  Com¬ 
mission  make  it  clear  that  bracketing 
would  not  be  a  permissible  interim  step 
where  a  contract  market  “could  go  fvu:- 
ther."  As  indicated  above,  the  Commis¬ 
sion  has  adopted  this  recommendation  of 
the  bracketing  task  force. 

An  extension  of  time  to  comply  with 
the  requirements  of  regulation  1.35(g) 
(1)  may  not  extend  beyond  one  year  in 
duration.  While  the  Commission  may  re¬ 
new  such  an  extension  for  additional 
periods  of  up  to  one  year  upon  subsequent 
petition  by  the  contract  market,  such 
subsequent  petitions  must  demonstrate: 

(I)  Substcmtial  progress  toward  the  Imple¬ 
mentation  of  the  plan  previously  submitted 
for  the  development  of  a  record  of  the  me¬ 
chanically  or  electronically  verified  time  of 
execution  of  each  futures  trade  to  at  least  the 
nearest  minute  or  such  superior  time  se¬ 
quence  Indlda  as  may  have  been  authorized 
by  the  Commission, 

(II)  Substantially  Improved  transaction 
time  sequence  reconstruction  capability,  and 

(III)  That  the  ccmtract  market  cannot  Im¬ 
mediately  Implement  timing  and  record¬ 
keeping  systems  and  procedures  which  will 
enable  It  to  show  the  mechanically  or  elec¬ 
tronically  verified  time  of  execution  of  each 
futmres  trade  to  at  least  the  nearest  minute 
despite  the  substantial  progress  and  Im¬ 
provement  shown  In  (1)  and  (11)  above. 

The  Commission  emphasizes  that  the 
interim  plans  accompansring  such  peti¬ 
tions  must  represent  substantial  im¬ 
provements  over  the  interim  plans  ac¬ 
companying  any  previous  petition  for  an 
extension  of  time  to  comply  with  the  re¬ 
quirements  of  regulation  1.35(g)  (1)  and 
that  it  will  be  increasingly  difficult  for 
contract  markets  to  satisfy  the  require¬ 
ments  for  such  an  extension  upon  each 
subsequent  petition. 

Accuracy  of  Records 

In  its  efforts  to  evaluate  the  adequacy 
of  bracketing  as  an  interim  substitute  for 
precise  time  sequencing,  the  task  force  on 
bracketing  found  it  more  appropriate  to 
view  bracketing  In  the  context  of  record¬ 
keeping  under  regulation  1.35,  rather 
than  in  the  narrower  context  of  time  se¬ 
quencing  for  dual  trading  purposes  im- 
der  proposed  regulation  155.3.  The  task 
force  concluded  in  the  course  of  its 
•study  that  in  order  to  achieve  accurate 
transaction  time  sequence  reconstruc¬ 
tion  capacity,  contract  markets  must  be 
required  to  keep  “much  more  accurate 
records  [under  regulation  1.351  than 
currently  exist.”  The  task  force  ex¬ 
plained: 

Inacciirate  Information  is  an  Important 
problem  of  record  keeping  for  most  ex¬ 
changes.  Such  Inaccuracies  require  time  con¬ 
suming  cross  references  of  data  In  the  course 


of  trade  practice  Investigations  and  economic 
studies.  Therefore,  without  concurrent  Im¬ 
provements  In  the  accuracy  of  data,  the  bene¬ 
fits  of  bracketing  or  any  other  system  of 
time  sequencing  of  teades  will  be  signifi¬ 
cantly  diminished.  Steps  to  identify  and  Im¬ 
prove  these  other  aspects  of  record  keeping 
are  Important  and  shovild  be  pursued. 

The  task  force  stressed  that  contract 
market  records  must  be  accurate  in  all 
details,  including  the  identities  of  the 
clearing  members  and  floor  brokers  on 
each  side  of  the  transaction,  the  custom¬ 
er  type  indicator,  and  the  bracket  or 
other  time  indicator.  In  addition,  the 
task  force  recommended  that  the  Com¬ 
mission’s  record-keeping  rules,  in  partic¬ 
ular  regulation  1.35(e),  be  amended  to 
require  that  contract  markets  retain  the 
records  required  pursuant  to  regulation 
1.35(e)  in  computer-readable  form  for  a 
minimum  of  30  days.  Such  a  requirement 
would  significantly  improve  the  retriev- 
abillty  of  such  records  for  use  by  the 
Commission  and  the  contract  markets. 

The  Commission  agrees  with  these 
conclusions  and  recommendations  of  its 
task  force  on  bracketing  and  has  accord¬ 
ingly  amended  the  requirements  of  regu¬ 
lation  1.35(e)  to  improve  contract  mar¬ 
ket  records  kept  thereunder.  The  flrst  of 
these  revisions  is  a  requirement  that  all 
the  information  required  by  regulation 
1.35(e)  be  kept  in  a  single  record.  The 
second  is  a  requirement  that  both  the 
buying  and  selling  customer  type  indi¬ 
cators  be  shown  on  the  record  of  each 
futures  trade.  The  Commission  is  par¬ 
ticularly  concerned  over  the  inaccuracy 
of  customer  type  Indicators.  Each  con¬ 
tract  market  has  an  obligation  under 
regulation  1.35(e)  to  maintain  accurate 
trade  records,  including  customer  type 
indicator  information.  It  is  therefore  in¬ 
cumbent  upon  a  contract  market  to  im¬ 
pose  upon  its  members  whatever  require¬ 
ments  are  necessary  to  enable  the 
contract  market  to  meet  its  obligations 
under  regulation  1.35(e).** 

The  third  amendment  to  reg\ilation 
1.35(e)  provides  that  the  records  re¬ 
quired  by  that  regulation  be  kept  in  com¬ 
puter-readable  form  on  cfxnpatible  mag¬ 
netic  tapes  or  discs  for  a  60-day  period 
in  a  format  and  coding  structure  ap¬ 
proved  by  the  Commission.**  The  Com¬ 
mission  anticipates  that  it  will  not  sq)- 
prove  any  format  and  coding  structure 
for  the  maintenance  of  such  records  un¬ 
less  such  format  and  coding  structure 
enables  the  contract  market  to  rapidly 
retrieve  trading  data  for  any  given  trad¬ 
ing  day  by  c(»nmodity  and  delivery 
month,  by  time  and/or  sequence  of  exe¬ 
cution  indicia,  by  opposing  floor  brokers 
or  floor  traders  or  any  combination  of 


**In  a  separate  Federal  Register  release 
issued  concurrently  with  these  regulations, 
the  Commission  has  proposed  the  adoption 
of  certain  rules  designed  to  Improve  fur¬ 
ther  the  accuracy  of  records  kept  by  contract 
markets  pursuant  to  regulation  1.35. 

‘‘The  Commission  has  determined  that  a 
60-day  retention  period  is  necessary  in  light 
of  the  dela]rs  which  frequently  precede  the 
initiation  of  any  systematic  analysis  of  a 
day’s  trading  activity. 


floor  brokers  or  floor  traders,  and  by  cus¬ 
tomer  type  indicators.  Such  format  and 
coding  structures  are  well  within  the  ca¬ 
pabilities  of  commercial  data  processing 
systems.  The  Commission  believes  that 
the  cost  of  implementing  such  systems 
would  not  be  prohibitive  and,  in  the  con¬ 
text  of  the  rule  enforcement  responsibili¬ 
ties  of  the  contract  markets,  appear  ab¬ 
solutely  necessary.  Under  the  present 
record-keeping  and  data  retrieval  sys¬ 
tems  of  the  various  contract  markets, 
even  assuming  adequate  data  to  enable 
accurate  reconstruction  of  the  sequence 
of  transactions  on  the  contract  markets, 
the  burden  of  correlating  such  data 
manually  and  the  concomitant  expendi¬ 
tures  of  time  and  money  necessary  for 
effective  surveillance  of  the  trading  prac¬ 
tices  of  floor  brokers  are  prohibitive.  Ac¬ 
cordingly.  the  Commission  has  required 
contract  markets  to  adopt  adequate  data 
retrievability  systems.** 

In  consideration  of  the  foregoing,  the 
Commission  hereby  adopts  17  CPR  Part 
155  and  hereby  amends  17  CPR  Part  I 
a.*!  follows: 

1. 17  cm  is  amended  by  adding  a  new 
Part  155,  Trading  standards,  to  read  as 
follows: 

Sec. 

156.1  .Definitions. 

166.2  Trading  standards  for  fioor  brokers. 

165.3  Trading  standards  for  futures  com¬ 

mission  merchants. 

166.10  Exemptions. 

Authoritt:  Secs.  4b.  4g,  4J  and  8a  of  the 
Commodity  Exchange  Act.  as  amended  (7 
CA.C.  6b,  6g,  6]  and  13a). 

§  155.1  Definitions. 

For  purposes  of  this  part,  the  term 
“affiliated  person”  of  a  futures  commis¬ 
sion  merchant  means  any  general  part¬ 
ner,  officer,  director,  owner  of  more  than 
ten  percent  of  the  equity  interest,  cor¬ 
respondent,  agent  or  person  associated 
flierewith,  associated  person  or  employee 
of  the  futures  commission  mer^ant, 
and  any  relative  or  spouse  of  any  pf  the 
foregoing  persons,  or  any  relative  of  such 
spouse,  who  shares  the  same  home  as  any 
of  the  foregoing  persons. 

§  155.2  Trading  standards  for  floor 
brokers. 

Each  contract  market  shall  adopt  and 
submit  to  the  Commission  for  approval 
pursuant  to  section  5a(12)  of  the  Act 
and  section  1.41  of  the  regulations,  a 
set  of  rules  which  shall,  at  a  minimum, 
with  respect  to  each  member  of  the  con¬ 
tract  market  acting  as  a  floor  broker: 

(a)  Prohibit  such  member  from  pur¬ 
chasing  any  cinnmodity  for  future  deliv¬ 
ery  for  his  own  account,  or  for  any  ac¬ 
count  in  which  he  has  an  interest,  while 
holding  an  order  of  another  person  for 
the  purchase  of  the  same  commodity 


“It  may  be  possible  for  certain  contract 
markets  to  achieve  adequate  data  retrleva- 
blllty  without  the  use  of  computer  anal]rsls 
systems.  Accordingly,  the  Commission  may, 
“for  good  cause  shown,  exempt  a  contract 
market  from  the  requirement  that  regula¬ 
tion  1.36(e)  records  be  kept  In  computer- 
readable  form”  in  appropriate  Instances. 
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which  is  executable  at  the  maricet  price 
or  at  the  price  at  which  such  pundiase 
can  be  made  for  the  memba’’8  own  ac¬ 
count  or  the  account  in  which  he  has  an 
interest. 

(b)  Prohibit  such  member  frcun  selling 
any  commodity  for  future  delivery  for 
his  own  account,  or  for  any  accoimt  in 
which  he  has  an  interest,  while  holding 
an  order  of  another  person  for  the  sale  of 
Uie  same  cmnmodity  which  is  executable 
at  the  market  price  or  at  the  price  at 
which  such  sale  can  be  made  for  the 
member’s  own  account  or  the  accoimt  in 
which  he  has  an  interest. 

(c)  Prohibit  such  member  from  exe¬ 
cute  any  transaction  for  any  accoimt 
of  another  person  tor  which  buying  and/ 
or  selling  orders  can  be  placed  or  origi¬ 
nated,  or  for  which  transactions  can  be 
executed,  by  such  member  without  the 
prior  specific  consent  of  the  account 
owner,  regardless  of  whether  the  general 
authorization  for  such  orders  or  trans¬ 
actions  is  pursuant  to  a  written  agree¬ 
ment,  except  that  orders  for  such  an  ac¬ 
count  may  be  placed  with  another  mem¬ 
ber  for  execution. 

(d)  Prohibit  such  member  from  dis¬ 
closing  at  any  time  that  he  is  holding  an 
order  of  another  person  or  from  divulg¬ 
ing  any  order  revealed  to  him  by  reason 
of  his  relationship  to  such  other  person, 
except  pursuant  to  paragraph  (c)  of  this 
section  or  at  the  request  of  an  authorized 
representative  of  the  Commission  or  the 
contract  market. 

(e>  Prohibit  such  member  from  tak¬ 
ing,  directly  or  indirectly,  the  other  side 
of  any  order  of  another  person  revealed 
to  him  by  reason  of  his  relationship  to 
such  other  person,  except  with  such 
other  person’s  prior  consent  and  in  con¬ 
form!^  with  contract  market  rules  ap¬ 
proved  by  Uie  Commission. 

(f)  Prohibit  such  member  from  mak¬ 
ing  any  purchase  or  sale  which  has  been 
directly  or  indirectly  prearranged. 

(g)  Prohibit  such  member  from  allo¬ 
cating  trades  among  accounts. 

(h)  Prohibit  such  member  from  with¬ 
holding  or  withdrawing  from  the  market 
any  order  or  part  of  an  order  of  another 
person  for  the  convenience  of  another 
member. 

(1)  Require  that  every  execution  of  a 
transaction  on  the  floor  by  such  member 
be  confirmed  promptly  with  the  opposite 
floor  broker  or  floor  trader;  such  conflr- 
mation  shall  identify  price,  quantity,  fu¬ 
ture  and  respective  clearing  members.  In 
the  event  a  contract  market  cannot  re¬ 
quire  prompt  identification  of  respective 
clearing  members  without  seriously  dis¬ 
rupting  the  functions  pf  its  marketplace, 
the  contract  market  may  petition  the 
Commission  for  exemption  from  this  re¬ 
quirement.  Such  petition  shall  include: 

(1)  An  explanation  of  why  the  con¬ 
tract  market  cannot  require  the  prompt 
Identiflcatlon  of  respective  clearing 
members  without  seriously  disrupting 
the  functions  of  its  marketplace,  and 

(2)  A  proposed  contract  market  rule 
which  will  Insure  that  the  (^iposite  sides 
of  every  trade  executed  on  the  contract 
market  can  be  effectively  matched  and 


will  be  accepted  by  a  clearing  member 
for  clearance  or  will  be  otherwise  suffi¬ 
ciently  guaranteed. 

llie  Commission  may,  in  its  dlscreticm 
and  up<m  such  terms  and  conditions  as 
it  deems  appropriate,  grant  such  petition 
for  exemption  up<m  finding  that  the 
functions  of  the  contract  market  may  be 
seriously  disrupted  by  requiring  the 
prompt  Identification  of  respective  clear¬ 
ing  members  and  that  the  contract  mar¬ 
ket  appears  to  have  adequately  insured 
that  every  trade  executed  thereon  can 
be  effectively  matched  and  will  be  ac¬ 
cepted  by  a  clearing  member  for  clear¬ 
ance  or  will  be  otherwise  sufficiently 
guaranteed. 

§  155.3  Trading  standards  for  futures 
commission  merchants. 

(a)  Each  futures  ccunmlssion  mer¬ 
chant  shall,  at  a  minimum,  establish  and 
enfOTce  internal  rules,  procedures  and 
controls  to: 

(1)  Insure,  to  the  extent  possible,  that 
each  order  received  from  a  customer 
which  is  executable  at  or  near  the  mar¬ 
ket  price  is  transmitted  to  the -floor  of 
the  appropriate  ctmtract  market  before 
any  order  in  the  same  commodity  for 
any  proprietary  account  or  any  other  ac¬ 
count  in  which  an  affiliated  person  has 
an  interest  or  for  which  an  affiliated  per¬ 
son  may  originate  orders  without  the 
prior  specific  consent  of  the  account 
owner  is  transmitted  or  caused  to  be 
transmitted  to  tiie  floor  of  a  contract 
maiicet  by  any  affiliated  person  who 
gains  knowledge  of  such  customer  order 
prior  to  its  transmission  to  the  floor  of 
the  appropriate  contract  mai^et;  and 

(2)  Prevent  affiliated  persons  from 
placing  orders,  directly  or  indirectly, 
wltii  another  futures  commission  mer¬ 
chant  in  a  manner  designed  to  circum¬ 
vent  the  provisions  of  paragraph  (a)  (1) 
of  this  section. 

(b)  No  futures  commission  merchant 
or  any  of  its  affiliated  persons  shall: 

(1)  Disclose  that  an  order  of  another 
person  is  being  held  by  the  futures  com¬ 
mission  merchant  or  any  of  its  affiliated 
persmis,  unless  such  disclosure  is  neces¬ 
sary  to  the  effective  execution  of  such 
order  or  is  made  at  the  request  of  an 
authorized  representative  of  the  Com¬ 
mission.  the  contract  market  on  which 
such  order  is  to  be  executed,  or  a  futures 
association  registered  with  the  Commis¬ 
sion  pursuant  to  section  17  of  the  Act;  or 

(2)  Knowingly  take,  directly  or  indi¬ 
rectly.  the  other  side  of  any  order  of  an¬ 
other  person  revealed  to  the  futures 
commission  merchant  or  any  of  its  affili¬ 
ated  persons  by  reason  of  their  relation¬ 
ship  to  such  other  person,  except  with 
such  other  person’s  prior  consent  and  in 
conformity  with  contract  market  rules 
approved  by  the  Commission. 

(c)  No  futures  commission  merchant 
shall  knowingly  handle  the  account  of 
any  affiliated  persons  of  another  futures 
ccHnmisslon  merchant  unless  the  futures 
c(»nmlssion  merchant: 

(1)  Receives  written  authorization 
from  a  person  designated  by  such  other 
futures  commission  merchant  with  re¬ 


sponsibility  for  the  surveillanee  over  such 
account  pursuant  to  paragn4)h  (a)  (2)  of 
this  sectkm; 

(2)  Prepares  immedlatdy  upon  receipt 
of  an  order  for  such  account  a  written 
record  of  such  order,  including  the  ac¬ 
count  identiflcatlon  and  order  number, 
and  records  thereon,  by  time-stamp  or 
other  timing  device,  the  date  and 

to  the  nearest  minute,  the  order  is  re¬ 
ceived;  and 

(3)  Transmits  on  a  regular  basis  to 
such  other  futures  cmnmission  merchant 
c(H>ies  of  all  statements  for  such  account 
and  (ff  all  written  records  pr^^ared  upon 
the  receU}t  orders  for  such  account 
pursuant  to  paragnqdi  (c)(2)  of  this 
sectimi. 

(d)  No  affiliated  person  of  a  futures 
commission  merchant  shall  have  an  ac¬ 
count,  directly  or  Indirectly,  with  another 
futures  commission  merchant  unless: 

(1)  Such  affiliated  person  receives  writ¬ 
ten  authorization  to  maintain  such  an 
account  from  a  person  designated  by  the 
futures  commlsdon  merchant  with  which 
such  persmi  is  affiliated  with  reqpmisibil- 
ity  for  the  survdllance-over  such  account 
pursuant  to  paragraidi  (a)  (2)  of  this  sec¬ 
tion;  and 

(2)  Copies  of  all  statements  for  such 
account  and  of  all  written  records  pre¬ 
pared  by  such  other  futures  commisslMi 
merchant  up<m  receipt  of  orders  for  such 
account  pursuant  to  paragraph  (c)  (2)  of 
this  section  are  transmitted  <m  a  regular 
basis  to  the  futures  commission  merchant 
with  which  such  person  is  affiliated. 

(e)  The  provhdons  of  pcuagraphs  (a) 
throufi^  (d)  (rf  this  section  shall  not 
apply  to  a  futures  commission  merchant 
which  is  not  a  memba*  of  any  contract 
maiicet  or  to  the  affiliated  persons  of  such 
futures  (xxmnission  merchant. 

§  155.10  Exemptimu. 

Except  as  otherwise  provided  in  this 
part,  the  Cmnmisslmi  may,  in  its  discre¬ 
tion  and  upon  such  -terms  and  conditions 
as  it  deems  impropriate,  exempt  any  con¬ 
tract  market  or  other  person  from  any 
of  the  provlslcMis  of  this  part. 

2.  In  17  CFR  Part  1.  S  1.35  is  amoided 
by  revising  paragraph  (e)  and  adding 
paragraph  (g)  to  re^  as  follows: 

§  1.35  Records  of  cash  commodity  and 
futures  transactions. 

G  G  •  •  • 

(e)  Contract  markets.  Each  contract 
martlet  shall  maintain  or  cause  to  be 
maintained  by  its  clearing  organization 
a  single  record  which  shall  show  for  each 
futures  trade:  the  date,  cmnmodity,  fu¬ 
ture.  quantity,  price,  floor  broker  or  floor 
trader  buying,  clearing  mmber  buying, 
floor  broker  or  floor  trader  sdllng,  clear¬ 
ing  member  sriltng,  and  symbc^  indicat¬ 
ing  the  buying  and  sdllng  customer 
types.  The  customer  type  indicators  slmll 
show,  with  respect  to  earii  parson  execut¬ 
ing  the  trade,  whether  such  person: 

(1)  Was  trading  for  his  own  account; 

(2)  Was  trading  for  his  clearing  mem¬ 
ber’s  house  account; 

(3)  Was  trading  for  another  manber 
presaxt  on  the  exchange  floor,  or  an  ac- 
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count  controlled  by  such  other  member; 
or 

(4)  Was  trading  tor  any  othor  type  of 
custmner. 

The  record  required  by  this  paragnmh 
(e)  oi  this  secticm  shall  show,  by  iq>pro- 
priate  and  uniform  symbols,  ^changes 
of  futures  for  cash,  transfer  trades,  and 
trades  cleared  on  dates  other  than  the 
date  ot  execution.  Such  record  shall  also 
show  fm*  each  futures  trade  such  time 
and  sequence  of  executim  Indicia  as  pro¬ 
vided  for  in  paragrajdi  (g)  of  this  sec¬ 
tion.  Except  as  otherwise  approved  by 
the  Commission  for  good  cauM  shown, 
the  record  required  by  this  paragnq^  (e) 
of  this  section  tthall  be  maintained  in  a 
fcxmat  and  codhw  structure  anaroved  by 
the  Commission  (i)  in  hard  copy  or  on 
microfllm  as  specified  in  section  1.31  and 
(11)  tar  60  days  in  computer-readaUe 
form  OB  ccnnpatible  magnetic  tapes  or 
discs. 

•  •  #  •  • 

(g)  (1)  Each  contract  market  shall 
show  on  the  record  of  each  futures  trade 
reqidred  by  paragraph  (e)  of  this  sectkm 
the  mechanteally  or  electronically  veri¬ 
fied  time  of  execution  of  such  futures 
trade  to  at  least  the  nearest  minute  or 
such  superkn:  time  sequence  indicia  as 
may  otherwise  be  authorised  by  the 
Commission. 

(2)  In  the  event  a  contract  market 
cannot  Immediately  comply  with  the  re¬ 
quirements  oi  paragnu>h  (g)  (1)  of  this 
section  without  seriou^  disrupting  the 
functions  of  its  maricetplace,  the  con¬ 
tract  market  may  petiticm  the  Ck>mmis- 
sion  for  an  extoision  of  time  to  comply 
with  these  requirements.  Such  petition 
shall  include: 

(i)  An  explanation  of  vdiy  the  crmtract 
market  cannot  inunedlately  implement 
timing  and  record-keeping  systems  and 
procedures  ^rtiich  will  enable  it  to  show 
the  mechanically  or  electronically  veri¬ 


fied  time  of  execution  of  each  futures 
trade  to  at  least  the  nearest  minute  on 
the  record  required  by  paragraph  (e)  oi 
this  section  without  soiously  disrupting 
the  functions  of  its  marketplace: 

(ii)  A  plan,  with  a  timetable  for  im¬ 
plementation,  which  provides  for  the  de- 
veltqnnent  a  record  of  the  mechani¬ 
cally  or  electronically  verified  tim«»  of 
execution  of  each  futures  trade  to  at 
least  the  nearest  minute  or  such  superior 
time  sequence  Indicia  as  may  otherwise 
be  autlmrized  by  the  Commissicm;  and. 

(lii)  An  interim  plan  which  win  repre¬ 
sent  substantial  progress  toward  an 
accurate  reccml  of  the  time  and  sequence 
of  execution  each  futures  trade  (m  the 
contract  market 

The  Commission  may,  in  its  discreticm 
and  upon  such  terms  and  conditions  as 
it  deems  ai^mwiate,  grant  such  an  ex¬ 
tension  of  time  to  comply  with  the  re- 
qulranents  of  paragraidi  (g)  (1)  oi  this 
section  upon  finding  that  the  functions 
oi  the  contract  market  may  be  seriously 
disrupted  by  immediately  requiring 
mechanically  or  electronkxdly  verified  . 
timing  of  executions  to  at  least  the  near¬ 
est  minute  on  the  contract  market,  that 
the  plan  submitted  by  the  contract  mar¬ 
ket  for  the  implementatiCHa  of  such  tim¬ 
ing  executimis  or  such  superior  time 
sequoice  indicia  as  may  otherwise  be  au¬ 
thorised  by  the  Commission  lurovldes  for 
the  devel(qnnent  of  such  a  record  within 
a  time  period  acceptatde  to  the  Commis¬ 
sion  or  that  the  c<mtract  market  is  cur¬ 
rently  unable  to  submit  such  a  plan,  and 
that  the  interim  plan  submitted  by  the 
contract  market  represents  substantial 
progress  toward  an  accurate  record  of 
the  time  and  sequence  of  execution  of 
each  futures  trade  on  the  contract  mar¬ 
ket.  The  Commission  may  grant  an  ex¬ 
tension  of  time  to  comply  with  the  re- 
quiremrats  of  paragraph  (g)  (1)  of  this 
section  for  a  period  not  to  exceed  one 


3^r,  but  may  renew  such  extensiem  for 
additional  periods  not  to  exceed  (me  year 
upon  subsequent  petition  by  the  (xmtract 
market.  Such  subsequent  petiti<m  must 
be  made  at  least  60  days  prior  to  the 
expiratiem  of  the  current  extension. 

(h)  Contract  Market  Price  Change 
Register.  Each  c(mtract  maricet  shall  es¬ 
tablish  and  maintain  a  recorA  of  all 
changes  in  the  price  of  futures  trans¬ 
actions  executed  on  the  floor  of  the  con¬ 
tract  market.  This  record  «ha.ii  include 
the  time  of  all  changes  in  price  to  the 
nearest  ten  secemds. 

(Secs.  4g,  4J  sntr  8a  of  the  Commodity  Ex¬ 
change  Act,  as  amended  (7  UJ3.C.  6g,  61  and 
12a).) 

While  the  Commission  has  adopted  the 
foregoing  rules  and  rule  amenftanents  in 
the  form  set  forth  above,  the  Cemunisskm 
will  consider  any  comments  on  the  new 
regulations  sulxnitted  by  interested  per¬ 
sons  on  or  bef(»e  January  21.  1977.  in 
determining  whether  any  furtlmr  (v  dif¬ 
ferent  action  should  be  taken  with  re¬ 
spect  to  any  of  the  matters  dealt  with  in 
these  regulatitms.  Interested  persons 
should  sulunit  written  c(xnments  to  the 
Commixllty  Futures  Trading  Commis¬ 
sion.  2033  “K”  Street,  N.W.,  WashingUm, 
D.C.  20581,  Attenti(m:  Secretariat. 
Copies  of  aU  ccanments  received  will  be 
available  for  public  inspection  at  the 
Commission’s  oflBce  in  Washington,  D.C. 

Effective  date:  17  CFR  Part  155  takes 
effect  on  February  14, 1977.  The  amoid- 
ments  to  17  CFR  1.35  take  effect  <m 
June  13, 1977. 

Issued  in  Washingtem,  D.C.,  on  Decon- 
ber  20, 1976,  by  the  Commission. 

Wn.LIAH  T.  Bagley, 
Chairman,  Commodity  Futures 
Trading  Commission. 
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